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Edward N. Polisher has to his credit 
a two-volume work on Estate Planning oe 


and Estate Tax Saving and numerous 
articles on this, his favorite tax field. 
These writings make one wonder how 
a busy attorney finds time for so much 
extracurricular work. We know part , 
of the answer: He is a habitually 
early riser. Five a. m. is not an un- 
usual hour to find him working in his 
study. No pun intended, but it seems 
: appropriate to comment that “early to 
bed, early to rise, makes Ed Polisher 
very tax wise.” He shares his investi- 


gation of the availability of the marital ag 
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surance, endowments and annuity ites itis 
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article in the February issue. * * * 


George J. Zahringer 


Circulation Manager 
M. S. Hixson 








CCH 





| HIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it contains 
oSigned articles on tax subjects of current interest, reports on pending state tax legislation, 
“inter pretations of tax laws, and other tax information. 

The editorial policy is to allow frank discussion of tax issues. On this basis contri- 
butions are invited. Care will be exercised in checking the accuracy of data printed, but 
responsibility is not assumed for the contents of the articles or for the opinions expressed 
therein. 

Subscription price: $6.00 per year—single copies, 50¢ 


TAXES—The Tax M Gjrnd it “oH monthly by Commerce Clearing House, Inc., 
214 N. Michigan / ach icago 1 Entered as second-class matter January 13, 


1939, at the Post O he TABRARIES® der the Act of March 3, 1879. 
JANUARY, 1949 vo ME 27 NUMBER 1 


Stas, 
































2'77188 





MAGAZI NE 


CCH 














Contents for 
, JANUARY . .. «1+ 


Volume 27 Number 1 
ee, and Mom-nce.—W rem the Bander. .... oc ccc ccc cece cccecewcecs 2 
Re eT Mare eer en me ee re Oy Le ey rt 3 
Co i ee eee Casi acsiastien pained dks acteiia aieea 5 
I, CO ch deus i papi gms rh oubemp inane edhe ato a eal ae eee 9 
The Marital Deduction for Substantial Estates........ by Albert Mannheimer 13 
Tax Effects of the Sale of a Radio Show......... ere by George T. Altman 19 


Limitations on the Commissioner’s Power to Determine Income by Arbitrary 


I 5% piisstiles eas ri t's sg ase ROR er] so Bw as ee ove ee by Victor R. Wolder 22 
Forgiveness of Indebtedness ...... 2... 0... cc cee ewes by Sol Mandell 31 
Interest on Potential Deficiencies.................... by Gorden F, DeFosset 33 
Sales Taxes and Interstate Commerce................... by Seward B. Snell 37 
The Problem of Business Taxes.............. ‘scess tedeadec ial by R. H. Fry 52 
—— Losses in One Business, Profits in Another............. by Aaron L, Danzig 53 
Ee ee ee TE Scaler by yn by Robert S. Holzman 57 
and SN by apy, IIIS. 3. sreris 5 Wao erg cn ae ae ae Re aa a ee kde heel Loti 60 
on. IS 54.2717, fac! o LSU O tenn weaken ah bean ieee pied omen oeaeee 63 
atri- RR Te er ene te Pe eer by Lewis Gluick 67 
aan I 3 Sd, Joey ds Roa eitay eavantteeas cae ONE Reais 73 
SNES SOE INN 346.55 een ye rendworwhawsnndedd eek uweels Inside back cover 

Inc., 
r 13, Printed in U. S. A. Title Registered U. S. Patent Office. Cover: Harris € Ewing Photo 


Copyright 1949 by Commerce Clearing House, Inc. 








Acq. and Non-acqa. 





Accountant's Role in Fraud Case 
Sir: 


I was very much interested in two articles 
on fraud, by Walter H. Schulman and 
Meyer Rothwacks, in the September, 1948 
issue. 


In connection with the former article, in 
which Mr. Schulman deals with the con- 
fidential relationship of the tax practitioner 
with his client (particularly the first three 
paragraphs of the second column on page 
795), I think it worth noting that some 
twelve or fifteen states have privileged- 
communications statutes covering informa- 
tion furnished to or obtained by accountants 
in the regular pursuit of their profession. 
As for New Mexico, we have two such 
statutes. One (Chapter 115, Laws of 1947, 
Section 26 thereof) provides that “a cer- 
tified or registered public accountant shall 
not be required by any court to divulge 
information or evidence,” etc., while the 
other (Section 20-112, New Mexico Statutes 
1941 Annotated, subsection (e) thereof) 
provides that “in the courts of the State of 
New Mexico, no certified public accountant 
or public accountant shall be permitted to 
disclose information obtained in the conduct 
of any examination,” etc. 

These statutes have been successfully 
relied upon to protect the constitutional 
rights of clients in both the state and fed- 
eral courts, as well as from the prying eyes 
and alert ears of investigators of the Bureau 
and the OPA, and even such quasi-judicial 
administrative agencies as the SEC, the 
FPC and the ICC. They have even been 
held to apply to grand jury investigations. 

Consequently, I feel that Mr. Schulman’s 
inference is unwarranted that only with his 
attorney can the taxpayer facing a fraud 
charge afford to be fully frank. Any self- 
respecting tax practitioner, whether ac- 
countant or attorney, should be able to 
recognize evidence of fraudulent tax eva- 


sion, and is professionally obligated to 
refrain from participation that might in any 
way be contributory. If the accountant’s 
position is “delicate,” it is largely because 
of his own complicity in the taxpayer’s ap- 
parent wrong, in which case he can claim 
immunity on constitutional grounds on his 
own behalf as he himself is subject to a 
felony charge either under Section 145 (c) 
or under Section 3793 (b) (1), as appointed 
out in Mr. Rothwacks’ article on the 
criminal element. 


There is no question of the soundness of 
Mr. Schulman’s conclusion that the proper 
procedure for a taxpayer facing fraud 
trouble is to consult a qualified lawyer; as 
his accountant, I would certainly insist on 
it. But I see no need for the attorney to. 
be reticent about requiring a thorough ac- 
counting examination of his client, for it is 
the best way I know to uncover favorable 
evidence where there is any element of 
doubt, or possibility of honest error or 
ignorance. Accounting is involved in prac- 


tically all fraud cases, and the attorney who’ 


prepares such a case without competent 
accounting assistance is not, in my opinion, 
properly protecting the interests of his 
client. 

J. E. Casset, CPA 
ALBUQUERQUE, NEw MExIco 


Short-Sale Analogy 
Sir: 


In the article entitled “Borrowings in 
Foreign Currencies,” in the second para- 
graph under the heading “Application of 
Short-Sale Concept,” page 1035 of the No- 
vember, 1948 issue of TAxEs, appears the 
following paragraph: 


“Thus, in General Motors Corporation, the 
Tax Court applied the short-sale concept 
to stock borrowed from an affiliate and 
used in connection, with a reorganization. 
The fact that the borrowing was not made 

(Continued on page 66.) 
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Tax-Wise 





Taxes... 
Tax People... 
Things Taxed ... 





Meetings of Tax Men 


Alabama.—The Federal Tax Clinic, spon- 
sored jointly by the Alabama Society of 
Certified Public Accountants and the Uni- 
versity of Alabama School of Commerce 
and Business Administration, was held on 
December 6, 1948, at Tuscaloosa. 


Illinois—The Chicago Tax Club, at its 
annual meeting, November 17, 1948, elected 
the following officers for the year 1949: 

George C. Thiele (Pullman-Standard Car 
Manufacturing Company), President. 

V. G. Sargent (Kraft Foods Company), 
First Vice-President. 

O. M. Townsend (Continental Casualty 
Company), Second Vice-President. 

R. E. McDowell (International Harvester 
Company), Secretary. 

C. R. Luebke (Container Corporation of 
America), Treasurer. 


New York.—The Advanced Tax Institute 
has announced that its Effective Tax Reduc- 
tion Course, a four-lecture series, will be 
held on Wednesday evenings from seven to 
nine-fifteen p. m. on January 5, 12, 19 and 
26, 1949, in the Willkie Memorial Building, 
20 West 40th Street, New York City. 

The course is designed for the experienced 
tax practitioner, accountant or lawyer, or for 
the student, who is interested in the proper 
organizations, plans and undertakings to use 
for tax purposes. It will cover the latest 
cases, and will employ the so-called case 
method, which approaches the problems to 
be solved through real situations already 
considered by the courts. Immediately fol- 
lowing lecture periods, registrants will have 
the opportunity to participate in question- 
and-answer sessions. 

The lecturer for the series is Victor R. 
Wolder, member of the New York and fed- 
eral bars, consulting editor of a tax publica- 


Tax-Wise 


tion, and a lecturer and author with broad 
experience in tax matters. 


The fee for the course is $40. Those 
wishing to enroll should apply to the Ad- 
vanced Tax Institute, Suite 3801, 521 Fifth 
Avenue, New York 17, New York. 


North Carolina.—The North Carolina As- 
sociation of Certified Public Accountants, in 
cooperation with the University of North 
Carolina and Duke University, presented its 
Ninth Annual Symposium on Accounting 
and Taxation on December 2, 3 and 4, 1948, 
at Chapel Hill and at Durham. 


Ohio.—On December 2, 1948, J. K. Lasser 
of New York City and C. Emory Glander 
of Columbus addressed a free public con- 
ference on state and federal business taxes 
at Bowling Green State University. Mr. 
Lasser spoke on “Effects of Federal Income 
Taxes”; Mr. Glander’s topic was “The Out- 
look for Taxation in Ohio.” 


In Cleveland, Milton R. Schlesinger, an 
active tax practitioner and a member of the 
Cleveland law firm Grossman, Schlesinger 
& Carter, conducted his fifth annual tax 
seminar on December 4, 1948. 


Privilege of Selling Is Taxable, Too! 


The state sales tax has come of age. It 
is no longer a depression-born youngster, 
struggling for a place in the revenue system 
of Ohio and California, but an adult, pulling 
a man’s load in nearly half of the states. It 
got that way, although it violates all of the 
shibboleths of tax theory—that taxes should be 
levied according to the ability to pay, or that 
taxes should be heaviest on those receiving 
the greatest benefit from government—by 
following, perhaps, the classic advice of 
Colbert that the art of good taxation lies in 
plucking the goose’s feathers with the least 
amount of hissing. 

Another peculiarity is its crooked-arrow 
complex—that is, it doesn’t hit what it aims 
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at. Most of the state sales tax statutes say 
the tax is levied for the privilege of selling 
tangible personal property at retail—but the 
merchant collects the tax from the buyer. 
These laws also state that the tax is a debt 
of the consumer. So it is a tax on the mer- 
chant for the privilege of selling the con- 
sumer; yet the consumer pays the tax or, 
if he doesn’t, it is his debt, collectible at 
law as such. Further, the sales tax requires 
another tax law—the use tax—to make it 
work completely. 


In the twenty-three states that levy a 
strict sales and use tax, it is a tax on the 
spending of the consumer, for “tangible per- 
sonal property” includes just about every- 
thing in the consumer-goods line. Many of 
the laws exempt groceries bought in stores 
but tax meals bought in restaurants. Some 
apply to utility bills and certain drugs not 
bought on prescription. As you can see, 
very little of the consumer’s weekly pay 
check is not taxed when he spends it. Ap- 
parently, the consumer is conditioned to dig- 
ging up a penny or two every time he makes 
a purchase of ten cents or more in some 
states. And the merchant isn’t bashful 
about asking for it. Even when the con- 
sumer places an order for merchandise in 
another state to be delivered through the 
mails (for instance, from the Montgomery 
Ward or Sears Roebuck catalogue), he must 
add the tax to the amount of the merchan- 
dise ordered if he lives in a sales tax state. 
That is where the use tax comes in—for the 
privilege of “using tangible personal prop- 
erty” in his own state. Actually, it is to 
prevent circumvention of the sales tax by 
buying high-priced items, such as auto- 
mobiles, in a state that has no such tax. 

The increase in the number of states using 
this form of taxation is attributable to two 
factors—slack-filled state treasuries and the 
ability of the sales tax to produce revenue. 
And it is a terriffic revenue producer. The 
publication State Government says that the 
yield, in the twenty-three sales tax states, is 
$400 million for the first quarter of this year. 
That is more than the tax produced in all 
the same states in the entire year of 1940. 
Consumer spending is on a much higher 
level now than it was seven years ago. 
Last year the total yield was $1,179 
million. The sales tax produces more than 
twenty per cent of the total tax revenue of 
these twenty-three states. In West Vir- 
ginia it acounts for sixty-one per cent of 
the state’s total tax revenue; and in Illinois, 
thirty-five cents of every tax dollar is pro- 
duced by the sales tax, which carries the 
psuedonym “retailers’ occupation tax.” Lewis 








H. Kimmel, in Governmental Costs and Tax 
Levels, his latest study for the Brookings) 
Institute, estimates that by 1952 the sales 
tax will be producing annually $1,300 mil- 
lion for the states. 


As to a trend, there is little likelihood that 
the federal government will ever enact a 
federal sales tax. Pressure from the states 
to keep the national government out of their 
tax domain would be too great. But because 
of this peculiar tendency of the sales tax to 
fall less sharply than an income tax in 
periods of depression, those states relying 
on the income tax might be forced, if a de- 
pression of even slight proportions occurred, 
to keep up their revenues by resort to a sales 
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tax. Kimmel, in his book already referred : 
to, states that a ten per cent reduction in na- This 
tional income would probably mean a twelve ew A 
or fourteen per cent decline of revenues, Incom 

This decline would be felt in proportion = 
in those states which relied on the income Pro : 
tax. Another factor to consider is that in &P°" 
periods of depression, the congressmen and eighte 
state legislators are under pressure to lower » as 
taxes—especially taxes on incomes. ya 

If this is any indication of a trend, then i, em 
that is what you have coming. After all, if duty, 


California, Connecticut, Ohio, Rhode Island, 
Washington and many other states have 
struck gold in the pockets of their residents, 
why cannot your state do the same? Neither 


Pub! 


the consumer nor the retailer objects much De 
—a few hisses now and then, that is all. “¢ 
But we shall drop the subject here, and el 
ask you to turn to Mr. Snell’s article on equa 
page 37 of this issue for a more professional Psi 
discussion of sales taxes. thre 
As 
State Use of Federal Form W-2 earli 
In those states which levy personal in- 1948 
come taxes, accounting departments find it by t 
convenient and time saving if taxpayers are 
permitted to file carbon copies of the federal 
Form W-2 in lieu of their annual informa- 
tion returns. Alabama will accept such Fed 
copies as substitutes for its Form 99. In Stat 
Arkansas, Form W-2 may be used in place , o 


of the regular State Information Form 1075 
if it contains the same information as that T 
on the regular state form. California also 


has authorized the filing of duplicate copies *D 
of Form W-2. If such copies are used, how- S 
ever, those not required to be filed should fift 
be eliminated. The Summary Form 596 can 
must accompany the copies of the federal yea 
form. Colorado will not grant blanket au- of 
thorization for the use of W-2 copies, but rov 
may approve them if the employer seeks vet 


(Continued on page 66.) of 
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Our Cover 


This month we present Clifford W. Stowe, 
new Assistant Deputy Commissioner of the 
Income Tax Unit. Mr. Stowe has just fin- 
ished nearly two years’ service on the Excess 
Profits Tax Council. He is a man of long 
experience in the Bureau, for he served for 
eighteen years in its Detroit office. An 
accountant by education and a tax man by 
training (examining officer, conferee, chief 
conferee and assistant agent in charge), he 
is eminently qualified for his new post of 
duty, his twenty-first in government service. 


Public Debt 


Debt of all governments in the United 
States amounted to $270,936,000,000 on June 
30, 1948, according to a report soon to be 
issued by the Bureau of the Census. This is 
equal to $1,848 per person. Public debt of 
the federal government makes up ninety- 
three per cent of the total. 


As compared with the figures a year 
earlier, federal indebtedness was down in 
1948 and state and local debt up, as indicated 
by the following summary: 


Outstanding, 
June 30 Per 
(in billions) cent 
1947 1948 change 
Federal government . .$258.3 $252.3 2.3* 
his ies Ae 3.0 3:7 250 
Local governments... 13.8 15.0 8.2 








ee $275.1 $270.9  1.5* 


* Decrease 


State government debt has increased 
fifty-eight per cent in the past two years, 
canceling out reductions of the six preceding 
years and reaching a level above that of 
of 1940, its previous high. Large-scale bor- 
rowing by a number of states to finance 
veterans’ benefits has been the main cause 
of the sharp rise in state indebtedness. 
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. . . Profit Hearings 
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Cities accounted for $8,859,000,000, or 
fifty-nine per cent, of all local government 
debt in 1948, Census figures show. Their 
outstanding obligations were up 9.4 per cent 
from the 1947 level, having previously 
dropped off from a total approaching $10 
billion in prewar 1940 to slightly over $8 bil- 
lion in 1947. 

Per capita amounts of outstanding public 
debt have been as follows during recent 
years, according to the Census Bureau: 


Year Total Federal State Local 
1948 ....$1,848 $1,721 $25 $102 
1947 . 1,910 1,793 21 96 
1946 .... 2,020 1,908 17 96 
1940 ..... 480 326 27 127 
19ae «..: BES 156 23 134 


The Chamber of Commerce of the United 
States believes that the budget for the fiscal 
year 1950, to be presented to Congress in 
January, will be in the amount of $45 billion. 


Profit Hearings 


There is much invidious use of the term 
“profit”—and this in a profit economy. Each 
side of the controversy, like a debater, has 
at its command data by the filing-cabinet- 
full to substantiate its position. Yet when 
the debate is ended, each side departs, like 
the man whom others have tried to convince 
against his will, still of the same opinion. 


The question is: Resolved, that profits are 
not too high. Business has the affirmative 
and labor the negative side of the question. 


During the “they are, they are not—t’aint 
so, tis” stage of the argument, the govern- 
ment decided to find out what all the shout- 
ing was about, and the Council of Economic 
Advisers came up last year with the state- 
ment that corporate profits were about $17 
billion (and government estimates for this 
year place them over $31 billion). These 
reports have served only to bring the argu- 
ment to the hair-pulling stage. 
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Now Senator Flanders’ subcommittee is 
investigating profits. Hearings were begun 
in Washington on December 6, 1948. 
Economists, accountants, businessmen and 
labor leaders have appeared with their data. 


Senator Flanders says: “The assumption 
is generally made that profits are large 
enough to warrant a diversion of a consider- 
able portion of them into lower prices or 
wages or both [and it is the purpose of this 
subcommittee to give] particular attention 
to suggestions [of the witnesses] for a more 
general distribution of the large current re- 
turns to business.” 


Senator O’Mahoney (also a member of 
the subcommittee) puts it a little more 
bluntly: “Business must either cut prices or 
pay more wages.” 


The CIO representative believes that 1948 
corporate profits will be $34 billion before 
taxes and $20 billion after taxes; that these 
profits have been gouged “from the public” 
under the theory that they should be made 
while the making was good; that corpora- 
tions are protecting themselves against a 
“depression which they feel is inevitable”; 


Dr. Edwin G. Nourse, Chairman of the 
Council of Economic Advisers, has been 
chosen by President Truman to head a new 
anti-inflation project which will be submitted 
to the Eighty-first Congress. Mr. Nourse 
will map the program with cabinet members. 
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that corporations still mistakenly hold to the 
theory that they must each year “show a 
better profit picture to the stockholder” re- 
gardless of the effect on the economy; and 
that prices are what the market will stand 
at the present without regard to the costs 
of manufacture. 

The economist Sumner Schlichter of Har- 
vard seems to think that corporations are 
somewhat to blame for their present pre- 
dicament, in continuing to include a rise in 
the cost of their inventories in their profits, 
thus distorting the true figure, and in con- 


tinuing to count in their profits costs of » 


replacing plant and equipment. He warns 
that “if a firm distributes money needed to 
replace plant and equipment either in the 
form of dividends or [in the form of] higher 
wages or lower prices, it is living off its 
capital.” 

This lambasting that profits are taking is 
keeping many a businessman awake at 
night. He knows that much of the popular 
distaste for the word is due to lack of knowl- 


edge of the term. A recent editorial in the # 


Journal of Accountancy explains this by 
pointing out that most people think in terms 
of cash—i. e., if you sell something for more 
than it cost, the difference is profit. A labor 
writer, however, thinks the term has always 
had a bad odor, arising from the fact that 
every time the worker asked the boss for a 
raise, he was surprised to learn that the 
company was losing money. If he expressed 
some doubt, the books were shown to him; 
and if he still didn’t see the point, an auditor 
or accountant was asked to explain the 
books. Businessmen, on the other hand, 
have tried to explain the financial state-" 
ments of the business to employees and 
others, but have found little or no interest 
in such things among their employees. 

Our concern with profits, and with the 
findings of this subcommittee, is that the 
recommendations may lead to control of 
these profits through taxation. 

There are four tax legislative possibilities 
in the next biennium: (1) an administrative 
bill designed to make technical and admin-. 
istrative changes, (2) an increase in the 
corporation tax, (3) an increase in the tax 
on individuals and in the gift tax rates and 
(4) an excess profits tax on corporations. 

The newsletter blood in our veins is like 
water. For that reason we refrain from mak- 
ing any prediction as to the chances that 
any, all or some of these proposals will 
become law within the next year. 

All of which heightens the interest in the 


President’s message to Congress on Janu- 
ary 5, 1949. 
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Convention of Mayors 


Five hundred mayors and municipal 
officers, representing 9,500 cities, met in 
Washington under the auspices of the Amer- 
ican Municipal Association, with the partic- 
ular purpose of bringing some kind of order 
out of the present chaos of the municipal, 
state and federal race for revenue sources. 


Mayor Bowron of Los Angeles, whose city 
believes in a sales tax, opened the meeting 
with a strongly worded address—a plea for 
united action on the part of the cities. 
“Cities find themselves treated like poor re- 
lations,” and are being starved for revenue 
because the federal and state governments 
have moved in on their revenue sources at a 
time when the cities must supply their resi- 
dents with more—and more costly—services. 


More than a hundred California cities 
have enacted sales tax ordinances levying 
taxes of one half of one per cent during the 
past two years. The state rate is two and 
one-half per cent. 


Some Ohio cities have adopted the income 
tax as their means of raising additional rev- 
enue. 


Some Pennsylvania cities are relying on 
the income tax and certain license taxes that 
are in the nature of income taxes. Several 
school districts in Pennsylvania are enacting 
income tax ordinances, much to the incon- 
venience of the employers in the districts. 
Withholding or reporting to tax authorities 
the amount of their employees’ earnings is 
a tremendous job. Further complications 
occur when the employee resides in a taxing 
jurisdiction other than the one in which he 
works. 


The State of New York permits counties 
to enact sales tax ordinances. 


The cities have good cause for united 
action. Cooperation by all levels of govern- 
ment in the sharing of the same field of 
taxation is urgently needed. 


Keeping Tax Records 


A helpful article by George N. Farrand, 
in the December issue of The New York 
Certified Public Accountant, deals with the 
“Preservation of Accountants’ Records.” 
With permission, we print an excerpt: 


"THERE are no fixed rules as to the length 
of time various records and documents 
Should be retained by public accounting 
firms. While both legal and practical con- 
siderations may serve as guides, the deci- 
sion rests ultimately with the individual firm, 
depending upon its own needs and desires. 
Regardless of its decisions, however, each 
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firm should adopt a specific plan for record 
retention and designate one person, prefer- 
ably a partner, to assume final responsi- 
bility for the carrying out of the plan as 
adopted. Such a plan should provide for 
the classification of all records and docu- 
ments, the designation of retention periods 
for each type of item, and a systematic 
method for their filing and ultimate disposal. 

On the basis of the information accumu- 
lated during the preparation of this paper, 
and the author’s personal opinion, the fol- 
lowing are suggested minimum periods for 
retention of particular types of records. 
Where microphotographs are to be made of 
records, the original records may be de- 
stroyed much sooner although, even in such 
cases, it is usually desirable to retain the 
originals during the period of their likely 
use. It should be emphasized that the 
periods mentioned below are merely sug- 
gestive and should be altered as circum- 
stances warrant. Also, longer periods would 
be justified where retention is not a serious 
problem: 


Reports (short-form, long-form, letter): 


One copy (office)—permanent (monthly 
audits—5 years) 
Working copy—1 year 


Working Papers: 


Audit (segregate into following 3 groups, 
if possible): 
General—15 years (10 years, if no 
longer a client) 
Temporary—detailed cash, receiv- 
ables, inventories, confirmations, 
monthly audits, etc.)—5 years 
Permanent (audit program, internal 


control, minutes, trial balances, 
contracts, analyses, etc.)—perma- 
nent 

Tax—permanent 

Tax Returns: 


One copy—permanent 


Securities and Exchange Commission: 
Registration statement: 
One copy—permanent 
Drafts (one copy of each)—3 years 
Working papers—15 years 
Client’s Books, etc.: 
Permanent 


Return to client if possible when no longer 
needed 


Special Examinations (systems, fraud, pur- 


chase or sale of business, etc.): 

Reports (one copy)—permanent 

Working papers—15 years (10 years, if 
no longer a client) 


Correspondence (segregate, if practical): 
General—15 years 
Tax—permanent 
Routine—5 years 


Firm Records (similar to other businesses): 


General books (ledgers, journals, cash 
books, minutes, etc.)—permanent 

Billing records: 
Copies of bills to clients—permanent 
Time reports, billing memorandums, 

etc.—7 years 

Engagement memorandums—permanent 
(10 years, if no longer a client) 

Personal records—permanent (7 years, 
in case of applicants not hired) 

Checks and general vouchers—7 years 
(unless for special purposes, which may 
be kept permanently) 

Petty cash vouchers—l year (if book 
record) 

Check stubs—1 year (if cash book records 
checks also) 

Leases, insurance policies, tax receipts, 
etc.—7 years after expiration date 

Forms used (1 copy)—permanent 

Partnership records (articles, agreements, 
private records, etc.)\—permanent — 


Bona fide partnership. — The taxpapesi 
started an insurance business in 1926, and 
from that time through the taxable year 
1943, his wife devoted her full time to the 
business every day and often worked into 
the night. She operated the office, hired and 
discharged employees, trained employees in 
the business and fixed their salaries. She 
also bought equipment and supplies, decided 
questions of policy in the absence of her 
husband, and had authority to sign checks 
on the agency account. A partnership agree- 
ment was executed in March, 1943. Prior to 
that time, the taxpayer’s wife drew no salary 
or other compensation from the business, 
For the taxable year 1943, the firm filed a 
partnership return allocating sixty per cent 
of the net income to the husband and forty 
per cent to his wife. The Commissioner 
contended that all of the net income of the 
business, with the exception of $3,600 as 
salary to the wife, was the taxpayer’s in- 
come. Since the facts showed that the busi- 
ness progressed successfully only because 
of the combined efforts, industry and skill 


which both taxpayer and his wife applied @ 


to it, and since the nature of the business 
was service, of which the wife’s contribu- 
tion was vital, the Tax Court held that the 


taxpayer had established the existence of a ter 
Recent Tax Court Cases bona fide partnership and the Commissioner Sta 
Constructive receipt.—Amounts set up in had erred in taxing the entire net income cifi 
1942 in ledger accounts designated “Reserve therefrom to the taxpayer. Fleeman, CCH tiot 
for Deferred Salaries, $21,507,” and “Reserve Dec. 16,666(M), 7 TCM —. the 
for Deferred Obligations, $38,479.91,” were Effective date of alimony agreement.—A _it 1 
disallowed and deficiencies assessed therefor. written agreement incident to an action for 
The Tax Court considered the question as divorce provided that alimony payments ot 
to whether the amounts entered in the re- would be effective only if a decree of divorce . 
serve accounts as officers’ salaries and the was entered by the court. Hence, the ques-® ,, 
amount entered in another account as rent tion was whether the ten-year period de- pen 
due to the controlling stockholder were in- scribed in Code Section 22 (k) began to run es 
cludible in the gross income of the two from the date the decree was signed, from oo 
officers involved. The latter, father and son, the date of the agreement (more than ten go 
did not include the salary or rental income years), as urged by the taxpayer here, or “a 
in their 1942 income tax returns. The com- from the date the decree was entered (less ‘ 
pany contended, however, that such income __ than ten years), as contended by the Com- of 
had been constructively received by the two missioner. The taxpayer argued that the a 
men. The reserve method of accounting had date of the instrument and not the effective 
been recommended by a bank from which date was the date intended by Congress in 
the company had obtained a loan. Under Code Section 22 (k). The Commissioner had“ et 
the loan contract, neither of the two officers determined deficiencies in the taxpayer’s in- tl 
was permitted to draw more than $75 per come tax for 1943 and 1944, and had included th 
week from the date of the loan. The Tax _ in the taxpayer’s income certain alimony pay- s 
Court said that the loan contract, as well ments ‘made to his wife. The Tax Court held 
as the method of bookkeeping, placed re- that the pertinent date was the date when tl 
strictions on paying items from the reserves the legal obligation was imposed for the e 
in question in 1942. Neither officer was, the first time. By agreement, here, such date tl 
Tax Court held, in constructive receipt of | was the date of the entry of the decree. The 
the income, which remained taxable to the Tax Court held that the Commissioner had 4 
taxpayer-corporation. Francis Metal Door & not erred in denying the deductions claimed by ; 
Window Corporation, CCH Dec. 16,656(M), the taxpayer. Blum, CCH Dec. 16,673(M), 7 
7 TCM —. 7 TCM —. I 
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the natural law principles upon which such 
laws are ultimately founded. 


It should be noted, however, that contrary 
to this view the so-called “legal realist” con- 
ceives the law to be the rule of conduct 
imposed in specific situations by our courts 
and based upon the court’s interpretation of 
the feelings, morals and other standards of 
conduct currently prevailing in the community 
in which it finds itself. This view is op- 
posed to those who conceive law to be based 
upon general norms of conduct demanded 
by the nature of those who are bound by 
the law and proceeding ultimately from the 
nature of the Supreme Lawgiver, man’s 
Creator. 


It is in connection with the philosophically 
important questions that the concept of 
natural law provides a solution. Moreover, 
our nation is built on an acceptance of this 
theory of natural law, and the federal Con- 
stitution, and the laws enacted pursuant to 
that Constitution, are conceived of as de- 
claratory of that natural law within their 
proper spheres. 


Specifically, it is submitted that, by rea- 
son of the principles of the natural law, tax 
laws should be be subject to the limitations 
contained in the propositions hereinafter set 
forth: 


(1) Purpose of Taxation. Taxes must be 
imposed for a just purpose, namely the nec- 
essity of the government, so that they are 
either immediately or mediately connected 
with the common good, and proportioned 
to the current necessity, as is required by 
legal or social justice. 


Initially a justification of any function of 
government raises the more fundamental 
question of the nature of government itself, 
for the rights, duties, powers and privileges 
of government, as in the case of any moral 
entity, proceed from the nature of that entity. 
As the powers of the individual can be exer- 
cised only in the light of the individual’s 
nature, so also the powers of government 
become rights only in the light of its nature. 


Under our traditional American philosophy 
of government, as pointed out above, and 
under the principles of natural law, govern- 
ments are instituted for the common good and 
to secure the “unalienable rights” with which 
men “are endowed by their Creator.” 


Consistent with this concept and for the 
purpose of supplying it its necessary imple- 
mentation, we have recognized that certain 
powers of government must be exercised as 
of right by that government to “secure” the 





rights proceeding from the material, spiritual 
and social nature of the governed, or, as we 
have expressed it in the preamble to our 
federal Constitution, “to establish justice, 
insure domestic tranquillity, provide for the 
common defense, promote the general wel- 
fare, and secure the blessings of liberty to 
ourselves and our posterity.” 


That the power to tax is also a right of 
the government would seem to be obvious, 
and, in the face of economic realities, it is 
a most basic right upon which the exercise 
of other governmental rights materially de- 
pends. 
ment, it can be exercised as a right only to 
the extent that it “secures” the individual 
rights for the protection and promotion of 
which the government is in the first place 
instituted or to the extent that it enforces 
the correlative, individual duties without 
which individual rights could not be exercised. 


Not only because this power may be a fun- 
damental governmental right but also because 
“the power to tax is the power to destroy” 
are the moral implications of the exercise 
of the governmental taxing power of more 
than passing academic importance. These 
moral implications of the imposition of a 
tax exist both for the government itself and 
for the citizen upon whom the tax is imposed. 


With respect to the government, it follows 
that the imposition of a tax becomes the 
exercise of a governmental right only in the 
light of the purpose for which it is imposed. 
Once that purpose is the destruction rather 
than the preservation of the rights of the 
governed, the imposition of the tax becomes 


But like any other power of govern- | 


. 


4 t 
the exercise of a mere governmental power 


rather than governmental right. 


In this connection, the nature of any in- 
dividual rights must be carefully examined 
to determine to what extent such rights 
properly may be limited by the governmental 
power of taxation. For example, all would 
agree that the individual citizen’s right to 
own private property, which he has by natural 
law, has a social, as well as an individual, 


character and that the citizen’s right to ac- 


quire and use property is limited by the 
duties imposed by the citizen’s social nature, 
and therefore taxation to enforce the duties 
correlative with that right does not infringe 
or destroy the right. However, on the other 
extreme, the government would violate the 
principles of natural law if the taxes imposed 
were crushing and confiscatory so that the 
individual’s private means were exhausted 
and his natural right to own property abol- 
ished. To summarize, it may be said that 
the government has the power, but not the 
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right, to impose taxes when the purpose of 
such taxes is not the common good and 
therefore violative of the natural law. 


While these moral considerations are of 
capital importance for those who enact, en- 
force and interpret the law which imposes 
taxation, they also have their application to 
the individual upon whom the tax is imposed. 
Under a system of government which oper- 
ates directly or representationally, by the rule 
of the majority only because such a rule con- 
stitutes an effective means of governmental 
action and because it is the means by which 
that governmental action may most readily 
be guided by the general common sense of 
those for the protection and promotion of 
whose rights that government exists, it is 
not conceived that governmental action is 
automatically justified by reason of its com- 
pliance with that machinery of action. Certain 
rights of the individual are his by nature and, 
under our concept of government, “unalien- 
able” by any agency, majority or not. That 
being so, the individual not only has a moral 
responsibility for the activity of the govern- 
ment which proceeds from, and finds its 
justification in, him as one of the governed, 
but the individual may have the right and 
duty in very extreme and clear cases to 
refuse compliance with any governmental 
activity, taxation or otherwise, which does 
not represent the exercise of a governmental 
right as here defined. That the determination 
of this right and duty is, as a practical mat- 
ter, a most difficult and subtle problem does 
not detract from the validity of this conclusion. 


(2) Method of Taxation. In imposing 
taxes, a due proportion to the wealth of each 
citizen must be observed, as distributive jus- 
tice demands, so that the burden will not 
exceed the resources of the individual and 
he will be proportionately compensated by the 
services which come to the people from the 
tax money. 


Just as the purpose of taxation may be 
morally indifferent, its method may, and often 
does, partake of the same indifference. That 
federal tax legislation must originate in the 
House of Representatives and that “direct” 
taxes must be “apportioned among the sev- 
eral States” would appear to be largely mat- 
ters of governmental mechanics. So also, 
whether the taxable status or event upon 
which the tax is imposed is the ownership 
of property, the receipt of income, the giving 
or receiving of a gift, the bequeathing or 
inheritance of property, the sale or other 
use of property, or the engaging in certain 
activities such as a business or profession are 
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normally matters which involve moral con- 
siderations only with respect to the purpose 
for which the tax is imposed. 


But just as one can act immorally to 
achieve a moral end, the method of taxation, 
no matter how justified its purpose, can con- 
stitute an improper use of governmental 
power. Under such circumtances the use 
of the governmental taxing power is no 
longer a governmental right any more than 
it is the right of an individual to perform 
immoral acts to achieve a moral end. As 
long as the method of taxation preserves the 
rights or enforces the duties of the citizen 
from whom the government derives its rights, 
so long and no longer does it constitute the 
proper use of governmental power. It is only 
by this standard that there may be judged 
the moral propriety of such methodological 
problems of taxation as the equalization of 
the tax burden, the inhibition of individual 
and cooperative activities and enterprises as a 
by-product of taxation and, in general, the 
administrative and judicial processes by means 
of which taxes are collected and tax laws 
enforced. 


A first, self-evident principle of natural 
law is “render to each his own.” This is 
the principle of special justice, that is, of 
justice to the individual, and which, from the 
viewpoint of the government toward the in- 
dividual citizen, is called distributive justice. 
The method of taxation adopted by the gov- 
ernment must be in accord with the princi- 
ples of distributive justice, otherwise the 
government violates an obligation imposed 
upon it in favor of the citizen by natural law. 
However, there are many ways in which to 
raise tax money, and in this regard the nat- 
ural law is silent except to the extent that it 
demands that there be a just distribution 
of the burden and no unnecessary hardships, 
and the restatement of this principle consti- 
tutes the caption to this section. Other than 
this, the natural law leaves the specifications 
of the means whereby public expenditures 
are provided for, up to lawful legal authority, 
either federal or state. 


Conclusion 


As was stated at the outset, these juris- 
prudential considerations rarely became acute 
in specific problems of taxation. This is 
true not only because the purpose and meth- 
of taxation may be morally indifferent but 
because our written law, constitutional and 
statutory, is by and large a specification and 
declaration of a sound philosophy of gov- 
ernment and of the principles of natural law. 
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This is not to say that our written law is 
fully declarative of the natural law nor that 
it is limited to the declaration of natural law. 
The fact remains, however, that this philos- 
ophy of government and this declaration of 
natural law is found in our constitutional 
specification of individual rights for the pro- 
motion of which our government has been 
instituted, in the limitations of the purposes 
for which taxes may be imposed and in the 
general guarantees of due process of law with 
which the method of taxation must comply. 


These considerations, then become important 
with respect to the purpose and method of 
taxation primarily in those situations which 
involve an investigation into, and a resolution 
of, the rights of the individual and of the 
government, i.e., primarily in the tax prob- 
lem involving a constitutional question. That 
the constitutional problem is a comparatively 
rare one renders it no less important. 


natural law is the only sure guide by which 
this important governmental taxing power 
may be channelled and directed towards the 
promotion and protection of the rights and 
liberties of our people. 


June 15,1948 JosepH F. McCtoy, Chairman 


Charles T. Akre * 
John F. Duff 
Herbert R. Elsas 
W. E. Evenson 

Paul E. Farrier 

Ella Graubart 

Louis S. Headley 
Eugene M. Locke 
Martin M. Lore 

H. Herbert Romanoff 





* Not voting with respect to this part of the 
report. 


E ARE INDEBTED to Mr. McCloy, chairman of the Com- 

mittee on State and Federal Taxation, Section of Real Property, 
Probate and Trust Law of the American Bar Association, for per- 
mission to use this portion of the report. 


As Mr. McCloy says, it is a “novelty in tax literature”; but it 
is nonetheless worthy of mature reflection. The report in its entirety 
was presented to the Real Property, Probate and Trust Section of 
the American Bar Association at the recent Seattle meeting. 
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THE MARITAL DEDUCTION 
for Substantial Estates 


By ALBERT MANNHEIMER 


SUPPOSE THE WIFE’S ESTATE IS LARGER THAN HER HUSBAND’S. 
SHOULD HE THEN AVAIL HIMSELF OF THE MARITAL DEDUCTION? 





HEN THE WIFE has no estate 

of her own, it is obviously advisable, 
taxwise, for the husband to avail himself 
of the marital deduction. In such a case, 
the advantage of using the marital deduc- 
tion is that instead of one estate tax in 
high brackets, there are two estate taxes, 
both in lower brackets—one on the estate 
of the husband, the other on the estate 
of the wife. Moreover, the husband’s bene- 
ficiaries during the lifetime of the widow 
have the use of the entire amount that 


would otherwise have been payable as estate. 


taxes at the time the husband died. 


But suppose. the wife has an estate equal 
to or larger than her husband’s? Is it 
advisable, taxwise, for the husband to avail 
himself of the marital deduction in such 
a situation? One’s first impulse is to an- 
swer the question in the negative on the 
ground that the wife’s estate should not 
be pushed into higher brackets than neces- 
sary. On making actual computations, 
however, it will often be found—not only 
in cases in which the wife’s estate equals 
the husband’s, but even in cases in which 
it is twice as large as his—that enlarging 
the wife’s estate will not cause a sufficient 
increase in federal estate taxes to warrant 
forgoing the tax advantages offered by 
the marital deduction. Moreover, the com- 
putations will reveal an odd_ situation: 
in a few instances when the estates of 
both spouses are equal and the marital 
deduction is taken to the extent of one 
quarter of the husband’s adjusted gross 
estate, the federal estate taxes will actually 
be decreased. 


Explanation of Terms 


The charts appear on pages 16-17 show 
how the federal estate tax works out in 
different brackets and under varying circum- 
stances. At this juncture, the terms used 
in the charts are discussed. 


Husband: wife: widow. “Husband” is 
used not in its true sense, but merely to 
denote the spouse who dies first. Similarly, 
“wife” and “widow” mean the spouse who 
survives. 


Initial reduction means the amount by 
which the estate tax on the husband’s 
estate will be reduced because he has availed 
himself of the marital deduction. 


Over-all: over-all increase: over-all re- 
duction. The difference between (a) the 
combined estate taxes on both estates if 
the marital deduction is not used, and (b) 
the combined estate taxes if it is used, is 
described by the adjective “over-all.” If 
the use of the marital deduction results 
in an increase in the total estate taxes, the 
increase is called the “over-all increase.” If 
it results in a reduction, the reduction 
is called the “over-all reduction.” (Both 
the computations and the discussion are 
based on the assumptions that the widow 
retains not only her own estate but also 
everything she acquires from her husband, 
and that it is all ultimately taxed as part 
of her estate. In practice, however, the 
possibility of the wife’s consuming or mak- 
ing gifts of part of her estate, or of her 
inheritance from her husband, must be 
taken into consideration.) 


The author is a member of the firm of Nathan, Mannheimer, 
Asche & Winer, New York City 
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Ratio of over-all increase to initial re- 
duction. Of particular importance in de- 
ciding whether to resort to the marital 
deduction in cases in which an over-all 
increase would result, is the ratio which 
the over-all increase bears to the initial 
reduction. Consider a case in which the 
initial reduction, is, say, $34,600 and the 
over-all increase is $600. (See the $250,000 
line in Chart I.) Here it would pay to 
use the marital deduction, especially if the 
widow is young. Within six months after 
the husband’s death the income earned on 
the $34,600 would more than compensate 
for the additional $600 that the widow’s 
estate will have to pay when she dies. 
But it would not pay if the cost was, say, 
$25,000 instead of $600. 


In the charts this ratio of over-all increase 
to initial reduction is set forth as a 
percentage. 


Explanation of Charts 


The first chart shows the effect of taking 
the full marital deduction in cases in which 
the wife’s estate equals the husband’s. 


The first horizontal line applies to two 
estates of $100,000 each; the second, to 
two estates of $150,000 each; and so on. 


Columns 1 to 5 show what the situation 
would be if the marital deduction was not 
used. 


Column 1 shows the value of the hus- 
band’s estate and column 2 the federal 
estate tax on his estate. Column 3 shows 
the value of the wife’s estate and column 
4 the federal estate tax on her estate. 
Column 5 shows the combined federal 
estate taxes on both estates. 


Columns 6 to 10, inclusive, show what 
the situation would be if the marital de- 
duction was taken. Column 6 shows the 
value of the husband’s estate as reduced 
by reason of the marital deduction, and 
column 7 the federal estate tax on his 
estate as so reduced. Column 8 shows 
the value of the wife’s estate as increased 
by the marital deduction, and column 9 
-the federal estate tax on her estate as so 
increased. Column 10 shows the total of 
both these taxes. 


Column 11 shows the over-all increase. 
It is the excess of the figure in column 10 
over the figure in column 5. 


Column 12 shows the initial reduction. 
It is the excess of the figure in column 2 
over the figure in column 7. 


Column 13 shows the ratio of the over-all 
increase to the initial reduction. It is 
the fractions created by the figures in 
column 11 over the figures in column 12, 
and is stated as a percentage. 


Charts II, III and IV follow the same 
pattern as Chart I and deal with the differ- 
ent suppositional situations described in 
their respective captions. Thus, Chart II 


shows the effect of taking the full marital . 


deduction in cases in which the wife’s 
estate is twice as large as the husband’s. 
Chart III shows the effect of taking the 
marital deduction to the extent of one 
quarter of the husband’s adjusted gross 
estate in cases in which the wife’s estate 
equals the husband’s. Chart IV shows 
the effect of taking the marital deduction 
to the extent of one quarter of the husband’s 
adjusted gross estate in cases in which 
the wife’s estate is twice as large as the 
husband’s. As already noted, the charts 
show that often it distinctly pays, in tax 
savings, to take the marital deduction in 
the husband’s estate, even though the wife’s 
estate is as large, or even twice as large, 
as the husband’s. 


Odd Case—$250,000 


A case in point will be traced through 
the four charts, primarily to illustrate their 
meaning. 


If both the husband and wife have estates 
of $250,000, and if the husband avails him- 
self of the full marital deduction, his bene- 
ficiaries will have the use of $34,600 during 
the balance of his widow’s life, at a cost 
of only $600 in increased taxes, payable 
when the widow dies. (Chart I.) 


If the husband’s estate is $250,000 and 
the wife’s is twice as large, and if he avails 
himself of the full marital deduction, the 
result is precisely the same except that 


the cost in increased taxes is $2,350 instead 
of $600. (Chart IT.) 


If the husband’s estate is $250,000 and 
the wife’s estate is twice as large, and if 
the husband avails himself of the marital 
deduction but only to the extent of $62,500, 
one quarter of his adjusted gross estate, 
his beneficiaries will have the use of $17,350 
at a cost of only $225 in increased taxes, 
payable when his widow dies. (Chart IV.) 


Finally, we find the odd case. If both 
the husband and wife have estates of 
$250,000, and if the husband avails himself 
of the marital deduction but only to the 
extent of $62,500, one quarter of his ad- 
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justed gross estate, his beneficiaries will 
have the use of the $17,350 during the 
balance of his wife’s life—at no cost what- 
ever. To the contrary, they will be $150 
ahead. In other words, there is an over-all 
reduction. The combined federal estate 
taxes will be $150 less than they would 
have been, had the husband not resorted 
to the marital deduction. (Chart ITT.) 


Federal Estate Tax Rates 


In the light of the fact that the federal 
estate tax is a graduated tax (with no 
notches), one might well be puzzled by 
(a) the fact that the percentages in column 
13 are so high for small estates and so low 
for larger estates, and (b) the fact that 
these percentages fluctuate, actually going 
down at some points. 


The explanation is found in the structure 
of federal estate tax rates. These rates, 
like airplanes, rise rapidly at the beginning. 
Then they level off. Over the first $200,000 
the rates rise to 28.4 per cent. However, the 
rate at $800,000 is scarcely any higher; it 
is 30.2 per cent—an increase of less than 
two per cent on a span of over $600,000. The 
analogy to planes can be carried further. 
After the rates are up, they drop into 
pockets from time to time. They drop be- 
cause a deduction is allowed for state death 
taxes—because, to be more precise, the per- 
centage deductible on account of state 
death taxes increases at various points 
which fall inside fixed federal estate tax 
brackets. Thus, all sums between $120,000 
and $160,000 are in the same bracket, and 
are uniformly taxed at twenty-eight per cent. 
However, while the percentage deductible on 
account of state death taxes on sums be- 
tween $120,000 and $150,000 is .008 per cent, 
twice as much (.016 per cent) is deductible 
on sums between $150,000 and $160,000. 
This accounts for the fact that sometimes 
smaller sums are taxed at higher rates than 
are larger ones. Wherever this occurs, the 
rate drops. 


State Death Taxes 


Before deciding whether to use the 
marital deduction, state death taxes must 
be considered. As the situation actually 
Stands today, the advantages of the federal 
marital deduction are partially nullified by 
the state taxes because under present state 
tax systems (with a few exceptions), the 
amount which passes to the wife is taxed 
twice by the state—once when the husband 
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dies and again when the wife dies. How- 
ever, it is likely that the marital deduction 
will be adopted by most of the states. 
Therefore, the subject of estate taxes will 
be discussed as if the states had already 
adopted the marital deduction. (The special 
New York table set forth below has been 
made up as if that state had already adopted 
the marital deduction.) 


It is manifest—even on the assumption 
that the states have adopted the marital 
deduction—that the effect of state taxes 
generally will be to diminish the advisability 
of using the marital deduction in the special 
case under discussion, viz., the case of 
a husband whose wife’s estate equals or ex- 
ceeds his own. The reason is that the 
graduation of state death tax rates is 
relatively steady, and that these rates do 
not share the peculiarities of the federal 
estate tax rates. However, because of the 
relatively small amounts involved, the effect 
of state death taxes, it is believed, will 
seldom prove decisive. 


The following table repeats the percent- 
ages set forth in Chart I and, subject 
to the assumption discussed above, shows 
the changes that take place when, instead 
of only the federal tax, the combined New 
York and federal estate taxes are taken 
into consideration. 


Percentage Percentage 

Considering Considering 

Husband’s Estate Only Federal Combined 

Also Wife’s Tax Federal and 

(Columns 1 and 3 (Column 13 New York 
of Chart I) of Chart I) Taxes 
$ 100,000 164.0 . 149.0 
150,000 27.0 32.0 
200,000 3.3 8.5 
250,000 1.7 6.3 
300,000 ee 7.5 
350,000 2.6 5.6 
400,000 3:2 6.0 
500,000 Sa, 9.4 
600,000 7.6 10.6 
700,000 ej 10.4 
800,000 t 12.2 
900,000 6.9 121 
1,000,000 9.4 13.4 


Special Cases 


A few situations merit attention because 
they are most likely to arise in cases of 
the type under discussion. 


When there are two substantial estates, 
the widow is likely to find herself in high 
income tax brackets and, therefore, not in 
a position to retain very much of the extra 
income that would come to her by reason 
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of the initial reduction resulting from her 
husband’s use of the marital deduction. 
In such cases, when it is possible, life 
insurance should be made the asset which 
passes to the widow, for then she can 
avail herself of the income-tax-free optional 
modes of settlement. Or perhaps the hus- 
band could resort to the marital deduction 
through the medium of non-income-pro- 
ducing bequests to the wife, such as 
bequests of insurance on her own life or 
unimproved real estate. If this was done, 
provision could be made in his will for 
the income earned on the initial reduction 
to reach beneficiaries in lower income tax 
brackets. 


Another situation likely to arise is that 
of two solicitous parents who are reluc- 
tant to avail themselves of the marital deduc- 
tion because they do not wish to deprive 
their children of the amount of the over- 
all increase. This drawback may in some 
instances be overcome by planning to use 
part of the extra income that will be earned 
on the amount of the initial reduction to 


purchase insurance on the widow’s life for 
the benefit of the children. 


Conclusion 


The ratio which the over-all increase 
bears to the initial reduction is only one 
of a wide variety of factors that may 
require consideration in determining whether 
in any given case resort should be had to 
the marital deduction. A general discus- 
sion of these factors is outside the scope 
of this article since the article deals mere- 
ly with the tax consequences of using 
the marital deduction in cases in which the 
wife’s estate is equal to or larger than the 
husband’s. The only generality that can 
be formulated is that computations should 
be made for each individual case of this 
type. It is not safe to assume that the use 
of the marital deduction will inevitably 
result in an over-all increase; and where 
there is such an increase, the computation 
may often reveal that it is not large enough 
to warrant forgoing the advantages offered * 
by the marital deduction. [The End] 





TAXABILITY OF TELEVISION ENTERTAINMENT 


Kentucky recently adopted a regulation affecting the taxability 


of television entertainment. 


Operators providing amusement and entertainment through the 


wataw£“-— — () ws «4. 
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means of television, who are making a charge for admission or mini- 
mum charge, shall be liable for the admission tax. Where an admission 
charge in excess of ten cents is made, tax shall be due as provided in 
the first paragraph of Section 138.020 of the Kentucky Revised Statutes. 
If minimum charges are made to places of amusement or enter- 
tainment where food and drinks are served, twenty-five per cent of the 
total charge made shall be deemed the charge of admission and the tax 
shall be computed on this basis. 


All operators coming under this regulation are required to post a 
bond and secure an amusement tax permit. 
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of the Sale of a Radio Show 


By GEORGE T. ALTMAN 
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AND CALIFORNIA BARS, MR. ALTMAN IS PROFESSOR OF TAX 
LAW AT THE UNIVERSITY OF SOUTHERN CALIFORNIA. HEIS WELL 
KNOWN AS THE AUTHOR OF THE CCH FEDERAL TAX COURSE 





7} VER SINCE the first news reports of 
the Treasury ruling allowing capital 
gain on the sale of the Amos and Andy 
show to CBS, the entire radio industry has 
been on a capital gain rampage. There is 
hardly a radio artist who hasn’t called his 
tax consultant and demanded to know 
whether he was asleep at the switch. 


In order to analyze the problem, it is 
necessary to get down to fundamentals. A 
gain on a sale or exchange of property is 
a capital gain, subject to express exception 
of specified classes of property. The prin- 
cipal class of property now excepted is that 
held primarily for sale to customers in the 
ordinary course of the taxpayer’s trade or 
business. 


When a question is raised as to whether 
particular income is capital gain or ordinary 
income, the general clause is almost always 
taken for granted and attention directed 
solely to the exceptions. If the subject of 
the transaction is not property held primarily 
for sale to customers in the ordinary course 
of the taxpayer’s trade or business, the con- 
clusion is almost immediately reached that 
the income resulting is capital gain. True, 
that exception is an ever-present issue; but 
too often it blinds one to dangers that lurk 
in the general clause. 


The Amos and Andy deal, according to 
reports, was a sale of the entire show—lock, 
Stock and barrel—to CBS for the neat sum 
of $2,000,000. Very obviously the owners 
and performers, Correll and Gosden, were 
not holding the show primarily for sale to 
customers in the ordinary course of their 
trade or business. “Primarily” is a plain 
English word. So is the word “customers.” 


Sale of a Radio Show 
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So is the word “ordinary.” While in several 
cases the courts, including the Tax Court, 
have misread one or more of those words 
as blanks, it would take more than judicial 
myopia to apply any of them to the Amos 
and Andy deal. The problem there, if any, is 
in the general clause, not in the exceptions. 


General Clause 


Under the general clause, as already ob- 
served, a gain on a sale or exchange of 
property is capital gain. This presents four 
questions: 


(1) Was there a recognized gain? 


(2) Was the subject of the transaction 
property? 


(3) Was the transaction a sale or ex- 
change of the property? 


(4) Is the gain attributable to the prop- 
erty? 


If Correll and Gosden transferred the 
Amos and Andy show to CBS for money, 
and their basis was zero, or relatively close 
to zero, then obviously there was a recog- 
nized gain, and the answer to question (1) 
is yes. If the show was property, then 
obviously there was a sale or exchange of 
property, and the answer to question (3) 
is yes. The difficult questions are (2) and 
(4): Was the show property, and was the 
gain attributable to it? 


Was the show property? It has been 
made clear in a series of cases that the 
rights of an employee under an employment 
contract are not property as far as the cap- 
ital gain provisions are concerned. There 
is some doubt on that point as to the right 
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to compensation for services already ren- 
dered. But the rights of an employee re- 
lated to services to be rendered are clearly 
outside the scope of the term “property.” 


This is no special rule. It is but one 
example of a very broad and basic principle. 
Property must be something distinct from 
the person of the owner. A person has a 
nose. One might even say that he owns it. 
But it is not property. A person has a 
talent. Definitely it belongs to him. But 
it is not property. A person has capacity 
for work, and the right to work. But both 
are personal; they are not property. 


Separable Components 


The question then arises as to what com- 
ponents of the Amos and Andy show were 
distinct from its owners, Correll and Gosden. 
Undoubtedly this is true of the Amos and 
Andy characters, as fictional characters. If 
a person with .the voice type and ability 
of Correll or Gosden were substituted for 
him, the public probably would be very 
little concerned by the change. The Amos 
and Andy characters, as fictional characters, 
are definitely property. 


The same answer could be given with re- 
spect to other components of the show, such 
as supporting fictional characters, script 
material, assignable contracts, et cetera. 
One could not build up that kind of show 
over a period of so many years without 
creating a quantity of substantial artistic 
properties. 


We come thus to question (4): Was the 
gain attributable to the property? Since 
the gain is the excess of the consideration 
received over the basis of the property 
transferred, that question becomes: Was the 
money received attributable to the property 
transferred? If not the entire money, what 
part of it? 

Therein lies the most difficult problem. 
Would CBS, or any other person or organ- 
ization, have bought the Amos and Andy 
show without Correll and Gosden. If so, 
what would it have paid for it? Opinions 
in the industry vary on that subject. Would 
CBS, or any other person or organization, 
employ Correll and Gosden without the 
Amos and Andy show? If so, what would 
their pay rate be, and what is their pay 
rate under their present deal with CBS? 
Did CBS, as a part of the deal, take out 
insurance on Correll and Gosden? If so, 
what kinds and how much? 


Answers to these questions might not be 


the whole story, but they would certainly 
be helpful in determining whether the money 


paid by CBS was for the property trans- 
ferred to it or partly for such property and 
partly for considerations not classifiable as 
property, considerations not distinct from 
the persons of Correll and Gosden. If the 
money was paid both for property and for 
considerations not classifiable as property, 
then clearly an allocation would have to 
be made between them. It might well be 
found, on the other hand, that the Treasury 
ruling was completely sound. 


Merits of Incorporation 


Since the Amos and Andy deal, there have 
been others more or less in the same key 
and involving the same issues. Suppose a 
radio show was incorporated. There are 
many good reasons for such incorporation, 
wholly aside from taxes. In fact, an in- 
corporated radio show is no source of peace 
and quiet taxwise if the principal stock- 
holder is also the principal artist. Classi- 
fication as a personal holding company is 
one of its permanent worries. The law in 
that respect is none too well settled. Of 
course, a little extraneous income, such as 
from a film or two, or even a couple of 
service stations, can keep the personal hold- 
ing company wolf from the door. But that 
involves problems not easy for any but a 
very select few. Then there is always Sec- 
tion 102 huffing and puffing in the back- 
ground. The extraneous income might be 
its very cue. A radio artist who can keep 
his show incorporated is worthy of its steel. 


Reorganization Provisions Applied 


Assume, then, an incorporated radio show 
with the lead artist as principal or sole 
stockholder. Let us call it the R Corpo- 
ration, and the network the N Corporation. 
The artist sells his R Corporation stock to 
the N Corporation for money, or, better yet, 
solely in exchange for N Corporation voting 
stock. This is a simple reorganization under 
Section 112 (g) (1) (B) of the Internal 
Revenue Code; the exchange of stock, there- 
fore, is tax free under Section 112 (b) (3). 
There would be no recognized gain at all, 
and the radio artist would now have some 
nice, safe network stock salable on a strictly 
capital gain basis. (The network might 
have no basis for the stock which it ac- 
quired, but that would be its headache.) 


Suppose, however, there was involved in 
the transaction a nonproperty consideration 
running to the network from the radio artist, 
such as revising his employment contract 
with the corporation being sold, failing to 
revise it if it is not on an arm’s-length 


20 January, 19499 @e© TAXES—The Tax Magazine 


ae © «2 = & 





rans- 
rand 
le as 
from 
f the 
d for 
erty, 
7e to 
ll be 


asury 


basis, causing that corporation to take out 
insurance on his life, creating that corpora- 
tion for the purpose of the transaction, et 
cetera. In that event definitely a part, and 
perhaps all, of the network stock received 
is not stock received in exchange for stock 
but stock received for services or other 
nonproperty considerations. To that extent 
the value of the stock received would be 
neither tax free nor capital gain. To that 
extent the result would be the same whether 
the artist exchanged the stock in his cor- 
poration for network stock or sold it to 
the network corporation for cash. 


from himself as an individual, it would be 
difficult to find a substantial point of attach- 
ment for application of the reorganization 
or capital gain provisions. 

On the other hand, it is difficult to derive 
the same conclusion from a pure sale or 
exchange of stock merely because the vendor 
is also the principal employee of the corpo- 
ration. The corporate entity has never been 
so easily disregarded. If the corporation 
has been in existence for a considerable 
period as a bona fide, active, operating com- 
pany, it is none the less so because it is 
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> key In that case there would arise the same not become a mere cloak for the stockholder- 
ose a questions precisely as described above in employee for the brief moment of a change 
e are reference to the Amos and Andy deal. If in stock ownership. If the Treasury De- 
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an OF r GOOD ADMINISTRATION NEEDED WITH HIGH TAX RATES 

ch as Tax men would do well “to stop crying crocodile tears over every tax 

le of increase” and concentrate on efficient administration, according to Carl Barker, 
ew assistant to the president of Shell Oil Company and president of the Tax Institute. 
aaa Making the presidential address before a recent luncheon session at the 

5 Baw, Tax Institute’s symposium in New York, he urged Institute members to begin a 
Scialies three-pronged attack on tax problems for the future: first, to lead the fight for 

ht be governmental economy and efficiency; second, to inform the public about the 
keep high cost of a too paternal government—‘Too many people believe that ‘the 
shoal man with the whiskers’ is Santa Claus instead of Uncle Sam”; and third, to con- 

centrate on proper drafting of tax laws, on effective administration and on the 

lied selection and training of competent administrators. 

” Many problems now besetting tax men arise from poor legislative drafting 

) show rather than from inefficient administration. Since it is extremely difficult to 

r sole administer a poor law well, the problems are not likely to be solved until tax 
-OTPo- laws are drawn more soundly. 

age However, the need for efficient and equitable administration is still great. 

er yet, Adequate administration of property taxes can lead to equity for more taxpayers 
voting than any other single improvement in the entire tax structure, he said. 

under From a strictly practical point of view, the degree to which a tax can be 
iternal passed on to the taxpayer is the direct measure of the degree to which the tax 
there- can be collected. If taxes are properly administered, the taxpayer is fully aware 

») (3). of them and will see to it, through the use of his vote, that they are held within 

at all, reasonable limits. Consequently, there is an increasing need for tax experts to 

> some keep the public informed about the national and local tax picture so that the 
strictly government can realize the full benefit of taxes that are levied and the public 
might can be assured of fair treatment under soundly conceived and properly administered 

it ac- tax laws. 
che.) 
lved in a — a SSS = = 
eration 
) artist, 
ontract 

ling to 
-length 
agazine Sale of a Radio Show 21 








THE COMMISSIONER MAY NOT DISREGARD COMPETENT PROOF SUB- 
MITTED BY A TAXPAYER AS TO THE CORRECTNESS OF HIS RETURN 


LIMITATIONS 


on the Commissioner’s Power 
to Determine Income by Arbitrary Methods 





INCE TIME beyond memory, the honest, 

average taxpayers of communities every- 
where have been reputed to endeavor to 
beat the tax collector by good means and 
bad. The more able and astute—or just 
plain lucky—citizens have sometimes achieved 
this end. But the tax collectors have been 
on the job, and from time to time have 
devised ways and means to combat the tax- 
payers who have not conducted their affairs 
properly or who have ‘endeavored to pay 
less than their lawful taxes due. 


Since the advent of the income tax laws, 
one of the means to effect the collection of 
taxes has been the establishment of the rule 
that once the Commissioner of Internal 
Revenue has made a determination of a de- 
ficiency, his determination is presumed to 
be correct, and the taxpayer must bear the 
burden of furnishing proof to overcome the 
determination. The method of determina- 
tion of the amount of income taxes to be 
paid by a taxpayer starts with a method of 
voluntary self-assessment. Each taxpayer 
is in a sense a revenue agent or tax col- 
lector. Each taxpayer must voluntarily set 
down, on forms furnished by the govern- 
ment, certain facts and figures; must make 
a computation of what taxes, if any, he 
owns; must assess himself; and must pay 
the taxes to the collector. The tax return 
filed by the taxpayer, if it is not adjusted 
after audit by an internal revenue agent, is 
presumed to be correct. Thus, in the initial 
instance, it can be said that once a taxpayer 
files a tax return, it carries a presumption 
of correctness. The tax authorities later 
examine the return, and sometimes reject, 
either on the facts or on the law, the com- 


putations and determinations made by the 
taxpayer. The burden of proof then falls 
on the taxpayer to overcome the position 
taken by the tax authorities. Perhaps the 
reason for this rule is quite sound. Virtually 
all of the facts upon which the taxpayer 
initially made his voluntary computations 
and assessment are within his own control 
and knowledge. ‘Therefore, the taxpayer 
should undertake to justify his position. 


But taxpayers are human and prone to 
make errors of fact or judgment. To decide 
who is right and who is wrong often re- 
quires a Solomon. What happens where 
years pass by before the revenue agent 
comes around to audit the tax return? Does 
the taxpayer still have his records? Has he 
been careless? Has he lost them? Was he 
the victim of a fire? Did he move and lose 
them? Perhaps he never kept records at all, 
or kept them poorly. How is the revenue 
agent going to audit the return? Sometimes 
employees in charge of the records have 
resigned or been fired. Sometimes the ac- 
countant who knows just how the facts 
were tied together has died, or has been 
replaced. The human mind has a wonderful 
facility of forgetting when we want it most 
to remember. Often the transactions were 
so complex that no one had a conception of 
their true scope. 


Agent's Report 


All these problems place the taxpayer at 
a disadvantage. There need not be any 
fraud. There need not, and usually there 
is not, any question of tax avoidance or tax 
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evasion. 
method, makes a report either increasing 
the amount of gross income over that re- 
ported by the taxpayer on his return or 
disallowing deductions claimed by the tax- 


But the revenue agent, by a simple 


payer. One of the favorite phrases of the 
agent in increasing gross income is “unre- 
ported income.” Then, perhaps, he adds 
three or four more descriptive words. And 
one of the favorite phrases of the agent in 
disallowing deductions is “disallowed for 
lack of substantiation.” In any event, both 
phrases amount to the same thing—the in- 
crease of net taxable income. 


On many occasions, when the taxpayer or 
his representative receives a revenue agent’s 
report listing as “unreported income” what 
has already been reported or what is not 
in fact income, or disallowing for lack of 
substantiation what can in fact be substan- 
tiated, it is the fault of the taxpayer alone 
or of his representative. A little more dili- 
gence on the part of the taxpayer or his 
representative, or more qualified representa- 
tion, could have avoided all this. But what 
about the taxpayer or his representative who 
has been diligent, has kept careful and ac- 
curate records or, in the absence of records, 
has given good and sufficient explanations 
and reasons? May the Commissioner of 
Internal Revenue make a determination in 
complete disregard of the method of ac- 
counting employed by the taxpayer? The 
answer is that he may not. The Commis- 
sioner may not arbitrarily disregard any 
competent proof or explanation submitted 
by the taxpayer; nor will the Commissioner 
be upheld in an arbitrary determination 
unless he demonstrates that the method of 


accounting employed by the taxpayer is not 
correct. 


Completely Arbitrary Determination 


A completely arbitrary determination will 
not be approved. It was so held in Helver- 


Power to Determine Income 


By VICTOR R. WOLDER 


THE AUTHOR, WHO IS AN ATTORNEY, ISA 
LECTURER AT THE ADVANCED TAX IN- 
STITUTE. HE IS A MEMBER OF WOLDER, 
SHEIR AND SCHWARTZ, NEW YORK CITY 


ing v. Taylor [35-1 ustc J 9044], 293 U. S. 
507. In the Taylor case, the Commissioner 
made a determination with relation to the 
cost basis of certain securities to the tax- 
payer. From a decision by the Circuit 
Court of Appeals ({1934 CCH { 9283] 70 F. 
(2d) 619), reversing the then Board of Tax 
Appeals, which had upheld the Commis- 
sioner, a writ of certiorari was taken to the 
United States Supreme Court. Judge Butler, 
who delivered the opinion for the Supreme 
Court, said that the only question before the 
Court was this: 


“Whether the Circuit Court of Appeals 
erred in remanding this case to the Board of 
Tax Appeals for a new hearing on the 
ground that the Commissioners determina- 
tion of the amount of income was incorrect, 
although the taxpayer had failed to prove 
facts from which a correct determination 
could be made.” 


The Supreme Court upheld the taxpayer: 


“The only question for consideration is 
that stated in the petition for the writ of 
certiorari. Gunning v. Cooley, 281 U. S. 90, 
98. That question in effect assumes, and 
here it is taken as granted, that the court 
rightly held the evidence sufficient to re- 
quire a finding that the commissioner’s ap- 
portionment of total cost as between pre- 
ferred and common stock was unfair and 
erroneous and that therefore the commis- 
sioner’s determination was excessive. We 
also assume that the total purchase price 
is susceptible of fair apportionment and 
that upon another hearing the correct 
amount may be found. 70 F. (2d) 619, 620. 
Regulations 74, Art. 58 .... The point 
to be considered is whether, the taxpayer 
having failed to establish the correct amount 
to be assigned to the preferred stock as its 
cost to him, the court erred in reversing 
and remanding for further proceedings in 
accordance with its opinion. 
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“The commissioner does not contend that, 
in cases where Circuit Courts of Appeals 
properly reverse determinations of the 
board, they are without power to remand 
for further hearing in the nature of a new 
trial. His contention is that in this case 
the burden on the taxpayer was not only 
to prove that the commissioner’s determina- 
tion is erroneous but to show the correct 
amount of the tax. In substance he says 
that, because of the taxpayer’s failure to 
establish facts on which a fair apportion- 
ment may be made, the board’s redetermi- 
nation of the commissioner’s ‘erroneous 
figure was valid and there being no error 
of law should have been sustained by the 
court. And he maintains that, in the ab- 
sence of error on the part of the board, 


the court was without power to remand for 
further hearing. 


“He cites Revenue Act of 1926, Section 
274 (e). 44 Stat. 56: ‘The Board shall have 
jurisdiction to redetermine the correct 
amount of the deficiency even if the amount 
so redetermined is greater than the amount 
of the deficiency, notice of which has been 
mailed to the taxpayer, and to determine 
whether any penalty, additional amount or 
addition to the tax should be assessed, if 
claim therefor is asserted by the Commis- 
sioner at or before the hearing of a rehear- 
ing.’ The purpose of that provision is to 
define the jurisdiction granted to the board; 
it does not prescribe any rule of evidence 
or burden of proof. Plainly it does not 
support the commissioner’s contention that 
the taxpayer, even though he has shown 
the determination to be arbitrary and exces- 
sive, must nevertheless pay the added tax 
because he has not also shown that he 
owes nothing or the correct amount, if any, 
that legally may be laid upon him. 


“He also cites Revenue Act of 1928, Sec- 
tions 51 (a) and 54 (a). 45 Stat. 807, 808. 
Neither gives any support to his contention. 
The first requires the taxpayer to make 
under oath a return stating specifically the 
amount of his gross income and the amounts 
of deductions and credits allowed. The 
other requires the taxpayer to keep such 
records, render under oath such statements, 
make such returns, and comply with such 
rules and regulations as the commissioner 
may prescribe. These requirements give no 
support to the commissioner’s contention. 
They tend rather to suggest that taxpayers’ 
returns are correct and may not arbitrarily 
be set at naught. 


“He also cites Rule 30 adopted by the 
board: ‘The burden of proof shall be upon 
the petitioner, except as otherwise provided 
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by statute and except that in respect of any 
new matter pleaded in his answer, it shall 
be upon the respondent.’ But there is noth- 
ing in it to suggest intention to require the 
taxpayer to prove not only that a deficiency 
assessment laid upon him was arbitrary 
and wrong but also to show the correct 
amount. Moreover, the board held the evi- 
dence not sufficient to show the apportion- 
ment erroneous and on that ground alone 
sustained the assessment. Necessarily the 
board did not come to the question that is 
here presented as to burden of proof. The 
fact that the commissioner’s determination 
of a deficiency was arbitrarily made may 
reasonably be deemed sufficient to require 
the board to set it aside. Cf. Bruce & 
Human Drug Co. [CCH Dee. 131], 1 BTA 
342. Acorn Refining Co. [CCH Dec. 610], 
2 BTA 253. Index Notion Co. [CCH Dec. 
1053],3 BTA 90.... 


“We find nothing in the statutes, the rules 
of the board or our decisions that gives any 
support to the idea that the commissioner’s 
determination shown to be without rational 
foundation and excessive will be enforced 
unless the taxpayer proves he owes nothing 
or, if liable at all, shows the correct amount. 
While decisions of the lower courts may 
not be harmonious, our attention has not 
been called to any that persuasively sup- 
ports the rule for which the commissioner 
here contends. 


“Unquestionably the burden of proof is 
on the taxpayer to show that the commis- 
sioner’s determination is invalid. [Kansas 
City] Lucas v. Structural Steel Co. [2 ustc 
7520], 281 U. S. 264, 271. Wickwire v. 
Reinecke [1 ustc { 265], 275 U. S. 101, 105. 
Welch v. Helvering [3 ustc J 1164], 290 U. S. 
111, 115. Frequently, if not quite generally, 
evidence adequate to overthrow the com- 
missioner’s finding is also sufficient to show 
the correct amount, if any, that is due. See, 
e.g., Darcy v. Commissioner [3 ustc J 1152], 
66 F. (2d) 581, 585. But where as in this 
case the taxpayer’s evidence shows tlie 
commissioner’s determination to be arbi- 
trary and excessive it may not reasonably 
be held that he is bound to pay a tax that 
confessedly he does not owe, unless his evi- 
dence was sufficient also to establish the 
correct amount that lawfully might be 
charged against him. On the fact shown 
by the taxpayer in this case, the board 
should have held the apportionment arbi- 
trary and the commissioner’s determination 
invalid. Then, upon appropriate application 
that further hearing be had, it should have 
heard evidence to show whether a fair ap- 
portionment might be made and, if so, the 
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correct amount of the tax. The rule for 
which the commissioner here contends is 
not consonant with the great remedial pur- 
poses of the legislation creating the Board 
of Tax Appeals. The Circuit Court of Ap- 
peals rightly reversed and remanded the 
case for further proceedings in accordance 
with its opinion.” 


Three cases that should give encourage- 
ment to the taxpayer faced with an assess- 
ment determined by arbitrary methods have 
come before the Tax Court in recent months: 
Arthur Ward [CCH Dec. 16,523(M)], 7 
TCM 505; Pearl H. Jackson [CCH Dec. 
16,524(M)], 7 TCM 507; and Simon Bloom 
[CCH Dec. 16,529(M)], 7 TCM 517. 


Percentage of Mark-up 


In the Arthur Ward case, the petitioner 
owned and operated cut-rate retail liquor 
stores, which carried stocks of rum, whiskey, 
gin, brandy and wine. He had no connec- 
tion with any wholesale liquor dealer; and 
in order to obtain nationally advertised 
brands from the wholesalers, he had to buy 
four or five cases of off-brands merchandise 
for each case of the merchandise he wanted. 
The petitioner testified that he did not take 
the full mark-up on his better-grade mer- 
chandise because he operated a cut-rate 
store, and that the less desired liquors were 
hard to sell and could not be sold at the 
mark-up allowed by the state liquor au- 
thorities. The petitioner’s business records 
consisted of invoices, bank statements, can- 
celed checks, check stubs and a pocket-size 
black notebook in which he had entered 
weekly amounts representing the daily sales 
totals from the cash registers and weekly 
purchases and expenditures. The sales from 
the various stores were entered separately 
and then totaled. The petitioner inventoried 
his merchandise on the last day of each year 
for the purpose of the state floor-stock tax, 
but did not retain copies of the returns as 
part of his permanent records. At the end 
of each year, he totaled his weekly sales, 
expenses and purchases, and submitted the 
resulting figures to his attorney for the pur- 
pose of preparing his income tax return. 
The petitioner had used this method of 
accounting for income tax return purposes 
since the inception of the business in 1935. 
The tax years involved were 1943 and 1944. 
In June of 1945, a revenue agent called on 
the petitioner for the purpose of auditing 
the returns for 1942, 1943 and 1944. He 
asked the petitioner for the books and 
records pertaining to these years. The 
aforementioned books and records were fur- 
nished along with the book in which were 


Power to Determine Income 


listed the cost of liquor purchased and the 
cash-register sales tickets. The revenue 
agent, after examining these records, deter- 
mined that they were inadequate, and 
decided that he would set up the petitioner’s 
business on a percentage-of-mark-up basis. 
Therefore, he determined the petitioner’s 
gross income by using the mark-up allowed 
liquor dealers by the state liquor authority— 
to wit, twenty-five per cent to 33% per cent 
—as the measure of profit realized on the 
cost of goods sold. The petitioner, on trial, 
testified that he did not sell at the highest 
possible mark-up because his stores were 
cut-rate stores and his maximum mark-up 
on wines was fifteen per cent. 


The facts. further showed that in any 
event the agent had used a percentage of 
mark-up on a cost of goods which included 
the federal excise taxes on liquor, whereas 
first the excise taxes should have been de- 
ducted from the cost, then the percentage 
of mark-up determined on and added to the 
net cost, and finally the excise taxes added 
back. The agent testified that he knew 
nothing about the excise taxes. Further, 


no computation of the petitioner’s net worth 
had been made. 


In upholding the tax returns of the peti- 
tioner, the Tax Court pointed out that the 
Commissioner’s determination was arbitrary 
and inconsistent with the surrounding facts 
and circumstances. The court said: 


“The facts show that petitioner has used 
the same method of accounting since 1935. 
His bookkeeping was simple and he had no 
need of an intricate system. The daily sales 
were recorded on the cash register and the 
total sales thus shown for the week were 
entered on one side of a notebook. On the 
opposite side he entered the checks issued 
to pay for liquor and the expenses for the 
same week. Each year he totaled his gross 
sales, purchases and expenses, as recorded 
in this notebook. These figures were fur- 
nished to his attorney and were used in pre- 
paring his income tax returns. 


“The petitioner’s evidence shows that he 
could not have realized the profit assumed 
by the respondent as the basis of the defi- 
ciencies determined. Although the records 


‘may have been inadequate for the verifica- 


tion of the returns, this fact does not au- 
thorize the respondent to determine the 
income upon a basis which is plainly not 
consistent with the surrounding circum- 
stances. The determination was without 
rational foundation and was excessive. As 
such it will not be enforced. Helvering v. 
Taylor, [supra].” 
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Freudmann Case 


Another recent arbitrary percentage-of- 
mark-up case is Max Freudmann [CCH Dec. 
16,379], 10 TC —, No. 105 (acq.), which 
was so ably reviewed by Sidney Gelfand in 
Taxes—The Tax Magazine, October, 1948, 
page 1015. In the Freudmann case, the 
events of the war made the taxpayers’ original 
books of account unavailable. The taxpayers 
had to reconstruct their cost basis from what- 
ever facts were available to them. They did 
a painstaking job as to detail. The Com- 
missioner arbitrarily asserted a thirty-five 
per cent mark-up, which resulted in a profit 
of $114,000 to the taxpayers, as against the 
$19,000 the taxpayers had determined on 
the basis of the cost they had reconstructed. 
The court, satisfied that the taxpayers’ proofs 
were realistic, overruled the Commissioner’s 
arbitrary determination. 


Bank-Deposit Method 


In the Pearl H. Jackson case, the petitioner 
rented out several rooms in her house. She 
maintained several bank accounts, in which 
she deposited some of her rental receipts, 
proceeds from the sale of stock, monies she 
had borrowed and monies that were repaid 
to her on loans she had made. She drew 
checks on these accounts to pay personal 
and business expenses and to repay her 
loans. The petitioner kept records in con- 
nection with the operation of the rooming 
house during the taxable years, and entered 
all rentals received and all disbursements 
made to defray maintenance expenses. The 
revenue agent, in determining various de- 
ficiencies, to which he added the fifty per 
cent fraud penalty, made no use of the peti- 
tioner’s business records, but used the bank- 
deposit method of computing the taxable 
net income for each year. The agent calcu- 
lated gross bank deposits, deducted certain 
conceded nonincome items and took the 
balance as gross income. Then he examined 
all checks drawn by the petitioner during 
this period and allowed certain expenditures 
paid by check as business deductions. The 
agent made other adjustments for deprecia- 
tion, living expenses and a $2,400 income 
item not reflected in the bank account. All 
this resulted in a net income approximately 
one hundred per cent higher according to the 
agent’s determination. The Tax Court, in 
rejecting the method of determining net 
income employed by the revenue agent, said: 


“Section 41 of the Internal Revenue Code 
provides that net income should be com- 


puted in accordance with the method of 
accounting employed in keeping the books 
of the taxpayer, but that if such method 
does not clearly reflect income, the com- 
putation should be made in accordance with 
a method which the Commissioner believes 
to more accurately reflect income. Section 
29.41-3 of Regulations 111 further imposes 
an obligation on the taxpayer to maintain 
such records as will enable him to ‘make 
a return of his true income’. 


“No question has been raised as to 
whether petitioner computed her net income 
in accordance with the method of account- 
ing regularly employed in keeping her 
books. The principal question in contro- 
versy is whether her records clearly reflect 
her income. 


“During the taxable years, petitioner kept 
single entry records of her income from 
rentals and the expenses paid in connection 
with that business. The respondent took 
the position that petitioner’s books did not 
disclose her true income, and proceeded to 
compute her gross income from her annual 
bank deposits and to determine the allow- 
able business deductions from the checks 
drawn during the taxable period. 


“In these circumstances we are satisfied 
that the bank deposit method does not re- 
flect the correct gross income of petitioner 
in any of the taxable years before us. We 
are also satisfied that the gross income re- 
ported by petitioner substantially repre- 
sents her income in each of the taxable 
years. We reach this result, not only be- 
cause the reported gross income and the 
total rental receipts indicated by her busi- 
ness records were practically identical, but 
also because of testimony to the effect that 
she had no other regular source of income. 


“With the rejection of respondent’s method 
of determining income based on bank de- 
posits, petitioner, of course, may not take 
full advantage of any deductions allowed 
by respondegt incident to his determination 
under that method. It may well be that the 
deductions set out in respondent’s recapitu- 
lations contain items traceable to properties 
found to belong to others than petitioner 
and the income from which we have held 
not to be taxable to her. Counsel for the 
petitioner has requested no specific findings 
with respect to deductions. He introduced 
petitioner’s record books without endeavor- 
ing to analyze or tabulate their contents by 
other evidence or on brief. We have deter- 
mined the total receipts and expenses as 
they appear on petitioner’s books as best 
we could in the circumstances.” 
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Bank-Deposit Method 
y. Records Now Lost 


In Simon Bloom, the taxpayer was a doc- 
tor who had been convicted for the illegal 
sale of narcotic prescriptions. His income 
from these illegal transactions was rela- 
tively small. The taxpayer testified that it 
was his practice to note down all fees re- 
ceived by him, and at the end of each week 
to enter the total in a book which he had 
lost by the time of the Tax Court trial. 
He asserted that the amount he had re- 
ported on his tax return was correctly re- 
ported from the record he had kept, but 
could not buttress this assertion by docu- 
mentary evidence. The petitioner protested 
at the trial that he and his wife lived fru- 
gally and almost penuriously, and that they 
lived on his actual income. The Commis- 
sioner of Internal Revenue had recomputed 
the net worth of the petitioner. On the 
evidence, adduced by the Commissioner, it 
was shown only that the petitioner’s net 
worth at the end of the taxable year was 
$7.59 more than his net worth at the begin- 
ning of the taxable year. The Tax Court, 
in rejecting the contention of the Com- 
missioner, said: 


“The Commissioner’s determination ... 
lacks the support of any ascertained facts 
or inferences indicating receipts in excess 
of the gross income reported. The 173 pre- 
scriptions, sold normally at $5 each, would 
indicate income of only $865 or much less 
than reported. Petitioner swore that he 
prepared his return from records, now al- 
legedly lost; stresses that the amount stated 
was greater than gross incomes reported 
by him in 1941 and 1943, which he alleges 
were accepted by the Commissioner as cor- 
rect, and charges that the Commissioner 
acted in a purely arbitrary manner in 
adding the $1,268 as additional income. The 
Commissioner, in the deficiency notice, by 
his evidence and on brief, does not purport 
to have based his addition to income on 
any ascertained finding of receipts and at- 
tempts to justify it merely by the inade- 
quacy of $2,310 to cover petitioner’s known 
expenses and probable living requirements. 
We think that such a determination was 
arbitrary and should not be approved. Cf. 
Helvering v. Taylor, [supra]. The record 
establishes that petitioner and his wife lived 
frugally. There are not even extravagant 
expenditures to support an inference of un- 
explained receipts. The determined addition 
of $1,268 to income reported is therefore 
not sustained.” 


Power to Determine Income 








_ The Simon Bloom case also set forth one 
of the best summaries of the law on this 
subject: 


“If a taxpayer keeps no records or if 
those kept fail to reflect income correctly, 
a computation may be made in accordance 
with such method as in the Commissioner’s 
opinion does truly reflect income. Section 
41, Internal Revenue Code; Bishoff v. Com- 
missioner [1 usc J 310], (C. C. A., 3rd Cir.) 
27 Fed. (2d) 91. And in many such cases 
a computation based on a disclosed annual 
increase in wealth has received judicial ap- 
proval as a measure for taxable receipts. 
Hoefle v. Commissioner [40-2 ustc { 9673], 
(C. C. A, 6th Cir.) 114 Fed. (2d) 713; 
O’Dwyer v. Commissioner [40-1 ustc J 9371], 
(C. C. A, 5th Cir.) 110 Fed. (2d) 925; 
Louis Halle [CCH Dec. 15,243], 7 T. C. 245. 
In some cases estimated living expenses 
have been approved as a proper addition 
to the increase in wealth so treated. Ken- 
ney v. Commissioner [40-1 ustc J 9372], 
(C. C. A, 5th Cir.) 111 Fed. (2d) 374; 
Joseph Calafato [CCH Dec. 11,327], 42 B. 
T. A. 881, aff’d [42-1 ustc 7 9207] (C. C. A., 
3rd Cir.) 124 Fed. (2d) 187. In all such 
cases, however, the determination approved 
was based on the Commissioner’s ascer- 
tainment that the taxpayer held cash, bank 
accounts, securities or other property at the 
end of the year in excess of what he had 
held at the beginning. It was the taxpay- 
er’s failure to account for these increments 
in wealth which the courts stressed in 
sustaining this treatment of them as taxable in- 
come. As said in Estate of Hague v. Commis- 
stoner [43-1 ustc § 9258], (C. C. A., 2nd Cir.) 
132 Fed. (2d) 775, cert. den. 318 U. S. 787: 


oe 


. the determinations of the Com- 
missioner were based on inferences prop- 
erly drawn from the facts proved by the 
evidence and were therefore entitled to be 
accepted as prima facie correct.’ ” 


Earnings of Comparable Businesses 


Bishoff v. Commissioner, supra, one of the 
earlier leading cases, shows clearly how the 
Commissioner may reconstruct income when 
the records or method of accounting em- 
ployed by the taxpayer are not adequate 
to reflect his income reasonably. Congress, 
the court pointed out, had passed a law 
that if a person did not keep and maintain 
an accounting record which would enable 
him to return his true income, the compu- 
tation of income could be made on such 
basis and in such manner as in the opinion 
of the Commissioner clearly reflected the 
income. Acting under this provision of law, 
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the Commissioner resorted to a rule of his 
own in determining the taxpayer’s income, 
based not on the taxpayer’s books, because 
they did not sufficiently disclose the real 
income, but rather on the Commissioner’s ob- 
servation of earnings made and taxes paid by 
corporations in like businesses. The court said: 


“The petitioning taxpayerseraises two ques- 
tions: 


“(1) The right of the Commissioner when 
determining income taxes to disregard the 
books and records of the taxpayer and sub- 
stitute therefor as a basis of computation 
the average profits of corporations in the 
same line of business. 


“(2) Whether the petitioning taxpayer 
earned the income determined by the Com- 
missioner or suffered actual losses during 
the tax years in question as shown by his 
returns. Even accepting as conclu- 
sive the Board’s findings of primary facts, 
it sometimes happens that the reviewing 
court must inquire, as on writ of error, into 
the ultimate fact finding in order correctly 
to determine whether the decision is validly 
supported by evidence and therefore is ‘in 
accordance with law’. And so in this case 
we accept as conclusive the Board’s findings 
that the petitioner during the tax years in 
question was engaged in the business of a 
grocer, conducted on a ‘credit and de- 
livery’ as distinguished from a ‘cash and 
carry’ basis, thereby involving greater costs 
and perhaps less profits; that his books 
were carelessly kept; that the invoices, bills 
and receipts for a part of the time ‘are miss- 
ing, as are the original register slips of 
sales; that check stubs for a short period 
are also missing; that checks and stubs 
were the only record of amounts paid for 
repairs of automobiles and trucks, some of 
which were traded in as part payment for 
new ones; that he paid all employees in 
cash and kept no record of the amounts 
paid, telling his bookkeeper at the end of 
each month what he had paid for wages 
and bonuses; that the bookkeeper did not 
know and therefore did not enter the wages 
when paid; that sundry book entries made 
in 1918 and 1919 was [sic] insufficiently 
identified by the bookkeeper when testify- 
ing in 1925; that the only inventories of 
stock were estimates made in lump sums, 
and increases in the estimated inventories 
during 1918 were based on estimated in- 
crease in cost rather than in amount of 
goods; that the books carried no cost of 
buildings, equipment or automobiles from 
which deductions could be computed prop- 
erly or even approximately; and that the 
accounts were in such shape that repre- 


sentatives of the Commissioner after an 
examination covering eleven days could not 
accurately compute and determine his cor- 
rect income. On these findings of primary 
facts the Board made an ultimate finding 
of fact that the petitioner’s books did not 
clearly reflect his income and did not make 
it possible for the Commissioner or for the 
Board itself to determine whether he had 
made gains or had sustained losses in the 
tax years and, therefore, without formally 
approving the Commissioner’s method of 
computation, affirmed his determination of 
income earned and taxes due, This finding 
of ultimate fact is the essence of the deci- 
sion of the Board. To review its decision 
we must review this finding by inquiring 
whether the evidence supports it. 


“As such an inquiry touches matters of 
law, we turn to the law of the case. The 
Revenue Act approved February 24, 1919 
(40 Stat. 1057), known as the Revenue Act 
of 1918, exacted of everyone in a prescribed 
class taxes on his net income, defined the 
term ‘net income’ and provided the method 
by which it should be computed (Sections 
210-214) with respect to items to be in- 
cluded and items to be deducted. It further 
provided that net income ‘shall be com- 
puted ... in accordance with the method 
of accounting regularly employed in keep- 
ing the books of such taxpayer’. But the 
Act further provided (Section 1305) that 
every person liable for income tax shall keep 
and maintain such accounting records as 
will enable him to make a return of his 
true income. Realizing human infirmities 
in keeping accounts, the Congress by the 
same Act authorized the Treasury Depart- 
ment to make and issue regulations in re- 
spect to keeping books in a manner that 
would enable taxpayers to make true re- 
turns of their incomes and required all tax- 
payers to conform to such regulations. 
Further realizing that some taxpayers would, 
innocently or otherwise, fail to do so, the 
Congress provided (Section 212b) 

‘If no such method of accounting has been 
so employed, or if the method employed 
does not clearly reflect the income, the 
computation shall be made upon such basis 
in such manner as in the opinion of the 
Commissioner does clearly reflect the income.’ 


“This provision is obviously necessary to 
insure a full collection of taxes, Otherwise 
citizens liable for taxes could evade pay- 
ment merely by keeping books badly or by 
not keeping them at all. Acting under this 
provision the Commissioner in this case re- 
sorted to a rule of his own, based not on 
the facts of the taxpayer’s books of account 
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because they did not disclose them suffi- 
ciently but on his observation of earnings 
made and taxes paid by corporations in a 
like business. This rule, the petitioner says, 
was wholly arbitrary and unjust. Clearly 
the Commissioner, bound by law to deter- 
mine income and assess a tax, was author- 
ized to act upon some facts other than the 
undisclosed facts of the case, but whether 
the method he pursued was just or unjust 
is a matter we are not presently called upon 
to decide because the Commissioner, speak- 
ing through his attorney, now says that 
wholly aside from his method of compu- 
tation, the taxes determined by him and 
later re-determined by the Board, when 
reckoned on earnings which the evidence 
at the hearing showed were the very min- 
ima of what the petitioner had made, are 
right. And so we find that the earnings 
determined, though impossible of precise 
ascertainment, were at least the earnings 
made. We come to this judgment by a 
train of reasoning beginning with the postu- 
late that the Commissioner’s findings was 
[sic], in consonance with the settled rule in 
respect to assessments, prima facie correct.” 


Annual Increase of Wealth 


In Louis Halle, supra, the taxpayer sub- 
mitted a loose-leaf book which did not con- 
tain a complete and accurate record of all his 
business transactions. The taxpayer did not 
rely upon the book as a full and complete 
record for any year, and much of his in- 
come was not shown in the book. 


“The Commissioner examined it and all 
other data submitted by taxpayer, but with 
reason was not satisfied. ... The Com- 
missioner, as he had a right to do in such 
a situation, looked elsewhere for informa- 
tion in regard to the petitioner’s income. 
The petitioner does not contend that the 
bank and brokerage records relied upon by 
the Commissioner are inaccurate. He has 
testified that any amount which came into 
his wife’s account from him must neces- 
sarily have come from his earnings. 


“The Commissioner for each year added 
to the petitioner’s income as shown on his 
return, inter alia, an item entitled ‘gross 
income from business understated’. The 
Commissioner in determining that those 
amounts represented additional gross in- 
come examined the bank accounts and bro- 
kerage accounts of the petitioner and his 
wife. He found the total amounts depos- 
ited in the petitioner’s accounts with those 
banks and brokers and the amounts in the 
Wife’s account which came from petitioner. 


Power to Determine Income 


He eliminated all duplications, all amounts 
which could be identified as not represent- 
ing income of the petitioner, and all por- 
tions of the totals which had been reported 
as income by petitioner. The total net in- 
crease in petitioner’s wealth for each year 
as thus disclosed was the amount which he 
added to the petitioner’s income for the year.” 


Estimate of Living Expenses 


In Kenney v. Commissioner, supra, the tax- 
payer carried on a gambling business; he 
had been a professional gambler for years, 
and acquired all his income through his 
gambling operations. He kept no books 
or records from which his taxable income 
could be obtained. The Commissioner de- 
termined the taxpayer’s income by ascer- 
taining his annual increase in net worth for 
each year and adding thereto personal ex- 
penditures not reflected in the increase. In 
approving this method of computing income, 
the court said: 


“Since the petitioner kept no books or 
records from which his correct income for 
any of the years involved could be ascer- 
tained, the Commissioner had the right to 
look elsewhere for evidence. His deter- 
mination is prima facie correct, and the 
burden of proving that the correct income 
was in an amount less than that on which 
the deficiency had been computed was upon 
the taxpayer. Bishoff v. Commissioner, 
[supra]. It was sought to meet this bur- 
den by the testimony of the petitioner him- 
self, but the Board of Tax Appeals rejected 
his testimony as untrue, as they [sic] were 
warranted in doing upon the facts in the 
record. 


“The board’s determination that peti- 
tioner filed false and fraudulent returns is 
supported by substantial evidence, and bind- 
ing upon us notwithstanding the rule that 
the burden of proof in fraud cases is upon 
the Commissioner. Helvering v. Kehoe 
[40-1 ustc § 9264], [309] U. S. [277], 84 
L. Ed. 498; Helvering v. National Grocery 
Company [38-2 ustc 9312], 304 U. S. 282; 
Goldberg v. Commissioner [38-2 ustc J 9439], 
100 F. (2d) 601, cert. den. 307 U. S. 622; 
National City Bank of New York v. Helver- 
ing [38-2 ustc J 9425], 98 F. (2d) 93; Hanby 
v. Commissioner [1933 CCH 9533], 67 F. 
(2d) 125. 


“The Board of Tax Appeals found that 
a part of the deficiency for each year was 
due to fraud with intent to evade the tax. 
Section 293 (b) of the Revenue Act of 1928 
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provides that if any part of any deficiency 
is due to fraud with the intent to evade the 
tax, then fifty per centum of the total amount 
of the deficiency shall be assessed in addi- 
tion to the deficiency itself. In Helvering 
v. Kehoe, supra, the Supreme Court recently 
held that this finding was not reviewable 
by the Circuit Court of Appeals except for 
the purpose of ascertaining whether it was 
supported by substantial evidence. The pe- 
titioner offered no sufficient explanation as 
to his failure to report his full income. Such 
explanations as he attempted to make be- 
fore the board were rejected as mere eva- 
sions. In view of the fact that petitioner 
had previously pleaded guilty to an indict- 
ment charging him with willfully and know- 
ingly attempting to evade income taxes in 
each of the years 1929, 1930, and 1931, we 
cannot say that the board acted arbitrarily 
in its finding.” 


Summary 


Several rules can be set down with cer- 
tainty as bearing upon the Commissioner’s 
right to fix income by arbitrary methods: 


(1) Income as reported by a taxpayer 
on his return is presumptively correct. 


(2) If the Commissioner determines a 
deficiency, his determination is presump- 
tively correct and places on the taxpayer 
the burden of proof, provided that the Com- 
missioner’s determination is not completely 
arbitrary. 


(3) An arbitrary determination of income 
by the Commissioner does not shift the 
burden of proof from the Commissioner to 
the taxpayer. 


(4) A taxpayer is under a duty to keep 
and maintain books and records whereby 
his true income may be ascertained. 


(5) If the taxpayer keeps books and rec- 
ords whereby his income may be ascer- 
tained with reasonable accuracy, the Com- 
missioner must use the information obtainable 
from the books and records, and must not 
use arbitrary methods. 


(6) If a taxpayer loses his books and 
records subsequent to making his tax re- 
turn, he is not in the same position as is a 
taxpayer who did not keep any books or 
records whatever. 


(7) A taxpayer can always explain what 
happened to the lost books and records, 
how they were maintained and what sys- 
tem of bookkeeping he employed. 


(8) The Commissioner may not effect a 
determination of income by arbitrary method 
in the absence of an increase of net worth 
or wealth or an unexplained increase of 
assets. 


(9) Where the taxpayer has an unex- 
plained increase of net worth, wealth or 
assets which has no relationship to the 
amount of income reported on his tax re- 
turn, the Commissioner may determine and 
compute such income by such means and 
manner as he deems appropriate to reveal 
the taxpayer’s true income. The numerous 
methods which may be used include (a) the 
bank-deposit method, (b) the percentage- 
of-mark-up method, (c) the earnings-of- 
comparable-businesses method, (d)_ the 
annual-increase-of-wealth method, (e) the 
unexplained-wealth-and-assets method and 
(f) the estimate-of-living-expense method. 


[The End] 


OPTIONAL STATE INCOME TAX TABLES 


Following the federal trend toward the simplification of income tax 
computation, laws providing for the use of optional tax tables, similar 


to the federal, have been enacted by eight states—California, Colorado, 


| Kentucky, Maryland, Oklahoma, Oregon, Vermont and Wisconsin— 

| and by the District of Columbia. All of these laws limit the use of 
the tables to taxpayers with gross incomes or adjusted gross incomes 
of $5,000 or less, except the Wisconsin and Maryland statutes, which 
set the maximum at $3,500 and $10,000, respectively. 
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FORGIVENESS of INDEBTEDNESS 


Income or Gift... or 


Reduction of Basis 


A QUESTION which is often raised by 
accountants and attorneys, and which, 
I believe, is worthy of discussion, concerns 
the forgiveness of indebtedness. 


In 1943, in American Dental Company 
[43-1 ustc $9318], 318 U. S. 322, the 
United States Supreme Court established 
the rule that the gratuitous cancellation 
of indebtedness constitutes a gift rather 
than taxable income. There have been 
numerous subsequent decisions on this 
point, and the exact scope of this case is 
not quite clear. That is, the Commissioner, 
selecting obscure elements of consideration 
that the debtor may have advanced for the 
apparent gratuity, has repeatedly raised the 
question of whether the cancellation of indebt- 
edness in a particular case is gratuitous. 


One effect of the doctrine of the American 
Dental Company case is that where the rule 
applies, it is no longer necessary to make 
use of Section 22 (b) (9) of the Internal 
Revenue Code. Under that section a cor- 
poration need not report as taxable income 
any income realized by it from the cancel- 
lation of indebtedness, provided that it 
elects to reduce the basis of its assets by 
that amount under Section 113 (b) (3) of 
the Code. The effect of Section 22 (b) (9), 
then, is merely to postpone the tax on 
income from the cancellation of indebted- 
ness by causing the income to be realized 
over the years via reduced deductions for 
depreciation or increased gains from the 
disposition of the assets the basis of which 
is reduced under the companion Section 113 


(b) (3). 


By SOL MANDELL 


It is obviously more advantageous to be 
able to apply the American Dental Company 
case to situations involving cancelled in- 
debtedness. Under the doctrine of that 
case the increment which inured to the 
corporation by virture of the cancellation 
is deemed a gift rather than taxable in- 
come, and under Section 22 (b) (3) of the 
Internal Revenue Code gifts are exempt 
from income tax. Under Section 22 (b) 
(9) taxable income is realized, but it is 
merely spread over a period of years for 
tax purposes. 


Because of the Commissioner’s frequent 
questioning of the application of the 
American Dental Company case to the case 
at hand, and because of the confusion 
raised by some of the decisions, an account- 
ant or attorney cannot always be sure that 
the doctrine will be held to apply to the 
case with which he may be confronted. 
Under such circumstances the usual desire 
of the accountant or attorney is to apply 
the American Dental Company rule to his 
case, but to preserve his rights under Sec- 
tion 22 (b) (9) in the event that he fails 
under the American Dental Company case. 
He believes that his client received a non- 
taxable gift under the American Dental 
Company case, but if it is found that the 
case does not apply and his client has 
realized income, he wants to spread that 
income over as long a period as possible 
for income tax purposes under Section 22 
(b) (9). How to accomplish this purpose 
is the question commonly raised by the ac- 
countant or attorney who is in on the deal. 


Mr. Mandell, tax counsel of Kalish, Rubinroit & Company of New York, formerly was 
an attorney with the Treasury Department Tax Legislative Counsel. He is a 
lecturer at the New York University Institute on Federal Taxation 


Forgiveness of Indebtedness 
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Illustrative Case 


To illustrate, let us consider a case re- 
cently put to me. X Corporation owned 
a piece of real estate on which a mortgage 
in the amount of $100,000 was outstanding. 
In 1945 this mortgage was due, but the 
mortgagee was prohibited by the mortgage- 
moratorium law from requiring full satis- 
faction. In consideration of the payment 
of $30,000 by the corporation, the mort- 
gagee agreed to reduce the mortgage to 
$50,000. Thus, there was a forgiveness of 
indebtedness in the amount of $20,000. Was 
this forgiveness gratuitous within the mean- 
ing of the American Dental Company case? 
I could not answer this question definitely 
since the debtor had given something for 
the forgiveness—that is, it had waived its 
rights under the mortgage-moratorium laws 
to the extent of the $30,000 payment which 
it had made on account of the mortgage. 
I did not know, therefore, whether the 
$20,000 forgiveness constituted a gift or 
taxable income. I was sure that the Com- 
missioner of Internal Revenue would argue 
the latter. 


How, then, may a taxpayer argue the 
application of the American Dental Com- 
pany decision and yet preserve its rights 
under Section 22 (b) (9)? Although the 
answer seems clear and simple, it has been 
my experience that many accountants and 
attorneys have difficulty with this problem. 


Adjustment of Basis 


To apply Section 22 (b) (9), the tax- 
payer must file with its return for the tax- 
able year, on Form 982, a consent to the 
adjustment of the basis of its property 
under Section 113 (b) (3). Although filing 
this consent, the taxpayer should not permit 
any reduction of the basis of its assets 
under Section 113 (b) (3). Its basis for 
such position is that the forgiveness of ‘debt 
constituted a “gift” under the American 
Dental Company case, and that Section 22 
(b) (9) applies only to cases in which 
“income” was realized from the debt for- 
giveness. If this position is not sustained 
and the American Dental Company case is 
held inapplicable, the basis will be reduced 
by virtue of the election under Section 22 
(b) (9). If, however, the American Dental 
Company case is held to apply, so that a 
“sift” has been realized, no adjustment of 
basis is necessary since Section 22 (b) (9) 
applies only with respect to “income” from 
the cancellation of indebtedness. Subdivi- 
sion F of Regulations 111, Section 29.113 
(b) (3)-1, provides that for the purposes 
thereof, “regardless of the amount excluded 
by the taxpayer from its gross income under 
Section 22 (b) (9) and so stated on Form 
982, the maximum amount by which basis 
may be reduced in respect of the discharge 
of any indebtedness is the amount of in- 
come resulting from the discharge of in- 
debtedness.” [The End] 








TAX TREATIES WITH DENMARK AND THE NETHERLANDS 


Ratifications of the tax treaties between the United States and 
Denmark and the United States and the Netherlands have been | 
exchanged. The Danish treaty is effective retroactively, with respect 
to the United States, as of January 1, 1948, and, with respect to 
Denmark, as of April 1, 1948. The Netherlands treaty is effective 
retroactively as of January 1, 1947, with respect to both countries. | 
See Mitchell B. Carroll’s article entitled “Tax Conventions with the 
Netherlands and Denmark,” TAxes—The Tax Magazine, November, 
| 1948, page 1026. 
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on Potential Deficiencies 


By GORDEN F. DeFOSSET 


THE FILING FOR CARRY-BACKS BRINGS A REVENUE AGENT, WHO 
LOOKS FOR “POTENTIAL DEFICIENCIES,” WHICH MAY ARISE OUT 
OF ANY NUMBER OF DEDUCTED ITEMS ON THE TAXPAYER’S RETURN 





OW THAT the boom years of the war 

are over and more and more busi- 
nesses are meeting the normal rigors of our 
economic system, a situation that presents 
a novel problem is arising. 

This may best be represented by con- 
sidering the Y Company as a typical ex- 
ample. 

During the war years, the Y Company 
made large profits and paid. proportion- 
ately large taxes thereon; with the advent 
of reconversion, however, the Y Company 
finds it has a net operating loss for the 
current year. The Y Company’s tax coun- 
sel immediately applies for a refund under 
the carry-back provisions of the Code, and 
expects a considerable refund on the basis 
of this carry-back. 

Almost without exception, the filing of 
an application for a carry-back brings the 
revenue agent in charge to make an audit. 
The first item the agent looks at is salaries. 
Since large profits have accrued during 
the boom years, the chances are that 
salaries have been raised beyond what the 
agent considers reasonable. He may also 
apply Section 102; and it is almost sure 
that the item of depreciation will be re- 
vised, and that sundry expenses will be 
“disallowed for lack of substantiation.” 

All of these items produce what the 
Bureau calls “potential deficiencies”’— 
potential because the carry-back refund 
will wipe them out. More often than not, 
if the amounts of these deficiencies are not 
too large, the company will sign an 870 
and consent to their assessment, with the 
knowledge, of course, that the net result 
will be a refund of tax-free income, which 
the taxpayer can use immediately as addi- 
tional working capital. 


Potential Deficiencies 


At this point, however, the Y Company 
discovers that the Commissioner has fur- 
ther reduced the refund by charging inter- 
est at the rate of six per cent on these 
potential deficiencies from the due date of 
the return until thirty days after the sign- 
ing of the 870, or until the due date of the 
return giving rise to the net operating loss 
or excess profits credit, whichever is earlier. 
(1948 CCH STANDARD FEDERAL TAx RE- 
ports, “Taxes on Parade,” November 24, 
1948.) The Y Company president, being 
a layman and businessman possessed of com- 
mon sense rather than tax knowledge, asks 
his tax counsel why the company is charged 
interest on a deficiency when in fact it owes 
the government nothing and the government 
owes the company arefund. The tax coun- 
sel may find a logical explanation rather hard. 


Section 292(a) of the Internal Revenue 
Code sets forth the general rule for the 
imposition of interest: 


“General Rule—lInterest upon the 
amount determined as a deficiency shall be 
assessed at the same time as the deficiency, 
shall be paid upon notice and demand from 
the collector, and shall be collected as a 
part of the tax, at the rate of 6 per centum 
per annum from the date prescribed for 
the payment of the tax (or, if the tax is 
paid in installments, from the date pre- 
scribed for the payment of the first install- 
ment) to the date the deficiency is assessed, 
or, in the case of a waiver under Section 
272(d), to the thirtieth day after the filing 
of such waiver or to the date the deficiency 
is assessed whichever is the earlier. If any 
portion of the deficiency assessed is not 
to be collected by reason of a prior satis- 
faction, in whole or in part, of the tax, 
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proper adjustment shall be made with re- 
spect to the interest on such portion.” 


Statutory Definition 


The key word in this section is “defi- 
ciency.” Since we have been told repeatedly 
by the courts that any question dealing with 
income taxes must have its ultimate solution 
in the statutes, we turn to Code Section 271 
for the statutory definition of deficiency: 


“(a) In General.—As used in this chapter 
in respect of a tax imposed by this chapter, 
‘deficiency’ means the amount by which 
the tax imposed by this chapter exceeds 
the excess of— 


“(1) the sum of (A) the amount shown 
as the tax by the taxpayer upon his return, 
if a return was made by the taxpayer and 
an amount was shown as the tax by the 
taxpayer thereon, plus (B) 
previously assessed (or collected without 
assessment) as a deficiency, over— 


“(2) the amount of rebates, as defined 
in subsection (b) (2), made. 


“(b) Rules for Application of Subsection 
(a).—For the purposes of this section— 


“(2) The term ‘rebate’ means so much of 
an abatement, credit, refund, or other re- 
payment, as was made on the ground that 
the tax imposed by this chapter was less 
than the excess of the amount specified 
in subsection (a) (1) over the amount of 
rebates previously made.” 


Briefly, this section defines a deficiency as 
the difference between the tax shown on 
the return plus any amounts previously 
assessed less any amount of rebates. A 
rebate is defined in subsection (b) (2) as 
so much of an abatement, credit, refund or 
other repayment as was made because the 
tax due was less than that which was 
found to be due. 


the amounts’ 





The author, a public accountant and attorney, 
is a member of the Ohio Bar and specializes in 
tax work for the firm of DeFosset and DeFosset, 


Cincinnati 


The prime question, then, is whether a 
net operating loss deduction as defined in 
Section 122 is included in the words “abate- 
ment, credit, refund or other repayment” 
made because the tax due was less than 
the amount found to be due. 


Since Section 23 (s) allows a deduction 
for net operating loss, does it not seem to 
follow logically that the taking of a net 
operating loss as a deduction in a prior 
year necessarily causes the tax for that 
year to be less than was found to be due? 


Seeley Case 


The exact set of facts set forth in rela- 
tion to our Y Company occurred in Seeley 
Tube & Box Company v. Manning [48-1 
ustc J 9199], 76 F. Supp. 937 (DC N. J.). 
In this case the petitioner sued the collec- 
tor for some $4,500 alleged to be due as 
part of a carry-back refund but deducted 
by the Commissioner from the amount due 
as interest on a potential deficiency for 
the year 1941. The court, in holding for 
the Commissioner, said that while the 
carry-back wiped out any tax liability for 
the prior year, it did not wipe out the 
liability for interest as this was charged to 
compensate the government for delay in 
receiving the full amount of the tax due 
for the prior year. At no place in the 
opinion does the court touch on the defini- 
tion of deficiency. It appears to the writer 
that the court overlooked the key to the 
entire problem. Section 292 requires the 
payment of interest only on a deficiency. 
To decide this issue without reference to 
the statutory definition of deficiency seems 
to beg the question. 


Brandtjen Case 


A companion case to the Seeley case, 
Brandtien & Kluge, Inc. v. U. S. [48-1 
ustc J 9311], 78 F. Supp. 509 (DC Minn.), 
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decided soon thereafter, approves the Seeley 
case in part. Here the taxpayer, in 1943, 
paid a deficiency in excess profits tax for 
the year 1941, with interest. At the close 
of 1943, there was an unused excess profits 
credit, which was applied to 1941. This 
had the effect of causing a refund of all 
of the excess profits taxes paid for 1941, 
including the deficiency paid in 1943. The 
Commissioner issued payment for the re- 
fund but did not include the interest he 
had previously collected on the deficiency. 
The court held for the government on 
almost the same reasoning as that in the 
Seeley case. Nor did the court define the 
word “deficiency.” The Brandtjen case 
seems on its facts to be a little stronger 
than the Seeley case because in the former 
the taxpayer had already paid a deficiency 
before it found that there was a carry-back. 
In the Brandtjen case, the court, sensing 
the illogical contention of the Commis- 
sioner, said: “Plaintiff's argument is ap- 
pealing, forceful, and persuasive of the 
lack of logic in the Bureau’s refusal to 
return the interest when the tax is re- 
funded.” However, the court pointed out 
that interest, while it is to be collected as 
part of the tax (Section 294 (a) (1)), is 
not a tax and therefore cannot be refunded 
as an overpayment under Section 322(a) 
(1) since this section mentions only “tax” 
and does not say specifically “interest.” 
Section 322(a) (1) reads as follows: 


“(1) Overpayment.—Where there has been 
an overpayment of any tax imposed by this 
chapter, the amount of such overpayment 
shall be credited against any income, war- 
profits, or excess-profits tax or installment 
thereof then due from the taxpayer, and 
any balances shall be refunded immediately 
to the taxpayer.” 


3y the very same reasoning as in the 
Brandtjen case, the Seeley decision seems 
to be wrong. This section says nothing 
about interest, but mentions only taxes; 
therefore, the statute seems to say un- 
equivocally that the overpayment is to be 
credited against any tax due, and that any 
balance is to be refunded to the taxpayer 
immediately. Hence, when the Commis- 
Sioner credits a part of this overpayment 
to interest, is he not violating the man- 
date of this section if, as the Brandtjen 


case holds, the section must be construed 
strictly? 


The Seeley case does not even make 
reference to Section 322 (a) (1), although 
this provision has been in the law since 1938. 


Potential Deficiencies 





The Individual Income Tax Act of 1944 
amended Section 292 (a), which deals with 
interest or deficiences, by adding: 


“If any portion of the deficiency assessed 
is not collected by reason of a prior satis- 
faction in whole or in part of the tax, 
proper adjustment shall be made with 
respect to the interest on such portion.” 


The Congressional report on this section 
states that it is a technical amendment 
for the purpose of aligning the interest 
provisions with the system of collecting 
taxes by witholding and the “pay-as-you- 
go” provisions of the law. On the other 
hand, does not this also meet our problem 
of the Y Company to some degree? Cer- 
tainly a portion of the deficiency will not 
be collected because of a prior satisfaction 
growing out of the carry-back. The amend- 
ment was effective for taxable years begin- 
ning after December 31, 1942. Since both 
the Seeley and Brandtjen cases involved 
potential deficiencies for 1941, perhaps the 
courts in both cases were justified in omit- 
ting any reference to Section 292. The 
amendment would certainly make a case 
involving later years much stronger. 


Undetermined Situation 


If the Seeley and Brandtjen cases are 
to remain the law, we have a situation 
which has not yet been determined. Pur- 
suant to Section 3771 (e), no interest is 
allowed on refunds due to carry-backs ex- 
cept from the date of filing the claim for 
refund. Thus, only a small amount of 
interest on any refund will be obtained 
from this source. Therefore, practically 
all of this refund will represent tax-free 
income. On the other hand, Section 23(b) 
allows a deduction for interest paid or 
accrued within the taxable year. Interest 
paid on a tax deficiency is, of course, 
deductible under this section. May the 
Y Company take a deduction for the inter- 
est charged on the potential deficiency when 
it has been paid by the reduction of a 


refund which, when received, constituted 
tax-free income? 


If the gross amount of the refund was 
charged to surplus and a corresponding 
entry made to show the deficiency along 
with the interest charged, the taxpayer, par- 
ticularly the accrual basis taxpayer, would 
put itself in a sound position for taking 
the deduction. 
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Conclusions 


(1) The Commissioner is in error when 
he credits to interest on a potential defi- 
ciency part of a refund due to a carry-back. 
His continuing to do so is in direct vio- 
lation of Section 322 (a) (1). 


(2) The Seeley Tube & Box Company 
case was improperly decided since the court 
did not take into consideration Section 
322(a) (1), and did not refer to the stat- 
utory definition of deficiency (Section 271). 





(3) There is a great possibility that the 
Seeley case, even if not overruled, is not 
applicable to taxable years beginning after 
December 31, 1942, since the 1944 amend- 
ment to Section 292 (a) is effective only after 
that date and the case involved a potential 
deficiency for 1941. 

(4) Even if the Seeley case is to be the 
law governing this principle for all taxable 
years, a taxpayer should be allowed a 
deduction for the interest charged on a 
potential deficiency. [The End] 
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TAX COLLECTIONS BY GOVERNMENTAL UNITS IN PERCENTAGES 
1916-1947 


(Exclusive of Payroll Taxes for Social Security) 


Year Federal 
| ee se 23.27 
Se ere 28.95 
| See ere 59.07 
Ps. se Saki as os 57.65 
ee 
oo “ee ee: 59.98 
Srna vanes: 46.87 
eR teen eet 42.66 
Se enon en 41.87 
Fer 38.38 
EE eae ere 38.51 
a eee 37.27 
a ees oe 35.12 
RN tices red ois oe oust 35.46 
EE eres. 34.21 
eres 28.68 
Ss 22.36 
| Se I ie tert: 23.27 
MI Stoo ooo ue eee 31.36 
|: . 34.90 
BN oS tl. Seo 34.90 
_. ee eee 38.87 
| oe eee 40.15 
See eee ork! 37.81 
See eee 37.58 
. ae ee 44.89 
ON i cio lia AO 58.14 
ee ae 70.99 
eae ae 82.09 
Ee eres 82.21 
Re remie - 79.46 
I OKs ios visudete tt eee 76.59 


State Local Total 
11.59 65.14 100.00 
11.41 59.64 100.00 
6.97 33.96 100.00 
8.48 33.87 100.00 
7.88 2752 100.00 
9.65 30.37 100.00 
12.26 40.87 100.00 
13.59 43.75 100.00 
14.22 43.91 100.00 
15.95 45.67 100.00 
16.48 45.01 100.00 
17.22 45.51 100.00 
18.32 46.56 100.00 
19.49 45.05 100.00 
19.85 45.94 100.00 
20.46 50.66 100.00 
21.89 55.75 100.00 
20.72 56.01 100.00 
20.01 48.63 100.00 
19.67 45.43 100.00 
22.67 42.43 100.00 
23.36 37.77 100.00 
23.97 36.08 100.00 
24.26 37.93 100.00 
25.31 37.11 100.00 
2552 31.59 100.00 
19.33 22.53 100.00 
13.27 15.74 100.00 
8.35 9.56 100.00 
8.42 9.37 100.00 
10.14 10.40 100.00 
11.69 11.72 100.00 


Reproduced by courtesy of Tax Institute, Inc. 
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SALES TAXES 





and Interstate Commerce 


By SEWARD B. SNELL 


A PROPOSAL FOR UNIFORMITY IN LEGISLATION WHICH RECOGNIZES 
THE STATES’ RIGHTS DOCTRINE AND AVOIDS A CONSTITUTIONAL 
CLASH OVER THE POWER TO TAX INTERSTATE COMMERCE. 





TNDER ARTICLE I, Section 8, Clause 3 
of the Constitution of the United States, 
all power to control foreign and interstate 
commerce is denied to the states and re- 
served exclusively to Congress. The growth 
of this fundamental doctrine as an instru- 
ment of federal regulation and endemic in- 
terest, from the early days of Gibbons v. 
Ogden* to the present time, has been phe- 
nomenal. Its ever-widening scope can per- 
haps best be described as a gradual decrease 
in the power of the states in almost inverse 
geometrical ratio to the increase in influence 
of the central government. 


The lone exception to this rule is found 
in state taxation, in which there has occurred 
a complete reversal of the previous attitude 
of the United States Supreme Court toward 
the taxing of interstate commerce. 

To state taxation of interstate commerce, 
the commerce clause has ostensibly meant 
two things—in theory, at least, if not in 
actual practice. These principles are, first, 
that a state tax on interstate commerce is 
void if it directly burdens such commerce 
(whether or not it is nondiscriminatory in 
its nature), and, second, that it is void 
if it indirectly discriminates against or ob- 
structs interstate commerce? (but not so if 
it is nondiscriminatory). In other words, 
direct taxes on interstate commerce are 
invalid whether or not they are nondis- 
criminatory, and indirect taxes are invalid 
only if they are discriminatory. To put 
it more succinctly, interstate commerce “can- 
not be taxed at all, even though the same 





19 Wheat. 1 (1824). 
* Texas Transportation & Terminal Company 
v. New Orleans, 264 U.S. 150 (1924). 


Sales Taxes and Interstate Commerce 


amount of tax should be laid on domestic 
commerce.” ® 


Today the reality of the matter is that 
the states are permitted to tax interstate 
commerce in a variety of ways, despite these 
forceful statements of the Supreme Court. 
States have constantly demanded and in- 
variably received protection of local industry 
and additional sources of revenue. Yielding 
now and again to this pressure, the Court 
has gradually robbed the doctrine of much 
of its substance by such an amazingly con- 
tradictory series of distinctions and refine- 
ments that today the Court finds itself in 
the identical position of the man who holds 
the bear by the tail. It is fast tiring of the 
struggle, but is faced with the earnest ne- 
cessity of keeping up the fight. 

Beginning with the Robbins case,* which 
was to stand for many years as the hall- 
mark of state taxation of interstate com- 
merce, the Supreme Court firmly refused 
to allow the authorities of Shelby County, 
Tennessee, to impose itinerant salesmen’s 
license tax upon sales representatives from 
Ohio as a condition precedent to their solicit- 
ing trade within the county, on the ground 
that the tax would constitute an undue 
interference with interstate commerce. This 
rule was closely followed for nearly fifty 
years, during which time almost forty simi- 
lar statutes were declared unconstitutional.® 


3 Robbins v.. Shelby County Taxing District, 
120 U. S. 489 (1889). 

4 Ibid. 

5 Carson v. Maryland, 120 U. S. 502 (1887); 
Asher v. Texas, 128 U. S. 129 (1888); Stouten- 
burgh v. Hennick, 129 U. S. 141 (1889); Bren- 
nan v. Titusville, 153 U. S. 289 (1894); Stockard 
v. Morgan, 185 U. S. 27 (1902); Caldwell v. 

(Footnote 5 continued on page 38.) 
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Criterion of Validity 


These cases have not meant the complete 
denial of all forms of taxation on interstate 
commerce. For example, a tax may be 
levied on net income wholly derived from 
interstate commerce ; * nondiscriminatory taxa- 
tion of the instrumentalities of interstate 
commerce is not forbidden; * the taxation of 
property shipped in interstate commerce is 
permitted before its transportation begins,® 
—or sometimes after it ends °—and when it is 
housed prior to interstate shipment; ” even 
the withdrawal of such property for use 
by the consignee after the interstate journey 
is ended is not prohibited.” In each of 
these cases, the tax was not on the inter- 
state commerce of the article, for that aspect 
was disregarded. Instead, emphasis in tax- 
ing was laid on some privilege, property 
right, excise function or other single feature 
of the transaction or movement, so that the 
commerce clause would not be infringed; but 





(Footnote 5 continued.) 


North Carolina, 187 U. S. 622 (1903); Norfolk 
& Western Railway Company v. Sims, 191 U. S. 
441 (1903); Rearick v. Pennsylvania, 203 U. S. 
507 (1906); Dozier v, Alabama, 218 U. S. 124 
(1910); Crenshaw v. Arkansas, 227 U. S. 389 
(1913); Rogers v. Arkansas, 227 U. S. 401 (1913); 
Stewart v. Michigan, 232 U. S. 665 (1914); Hey- 
man v. Hays, 236 VU. S. 178 (1915); Davis v. 
Virginia, 236 U. S. 697 (1915); Western Oil Re- 
fining Company v. Lipscomb, 244 U. S. 346 
(1917); Cheney Brothers Company v. Massa- 
chusetts, 246 U. S. 147 (1918); Alpha Portland 
Cement Company v. Massachusetts, 268 U. S. 
203 (1925); Real Silk Hosiery Mills v. Portland, 
268 U. S. 325 (1925). 

6 United States Glue Company -v. Oak Creek, 
247 U. S. 321 (1918); Underwood Typewriter 
Company v. Chamberlain, 254 U. S. 113 (1920); 
Atlantic Coast Line Railway Company v. Daugh- 
ton, 262 U. S. 413 (1922); Matson Navigation 
Company v. State Board of Taxation, 297 U. S. 
441 (1935). 

71 Adams Express Company v. Ohio, 165 U. S. 
194 (1895); Wells Fargo & Company v. Nevada, 
248 U. S. 165 (1918); St. Louis & East St. Louis 
Railway Company v. Missouri, 256 U. S. 314 
(1921); Southern Railway Company v. Watts, 
260 U. S. 519 (1922). 

8 Coe v. Errol, 116 U. S. 517 (1885); Bacon 
v. Illinois, 227 U. S. 504 (1912); Heisler v. 
Thomas Colliery Company, 260 U. S. 245 (1922); 
Minnesota v. Blasius, 290 U. S. 1 (1933). 

® Brown v. Houston, 114 U. S. 622 (1884); 
Pittsburgh & Southern Coal Company v. Bates, 
156 U. S. 577 (1894); American Steel & Wire 
Company v. Speed, 192 U. S. 500 (1903); Gen- 
eral Oil Company v. Crain, 209 U. S. 211 (1907). 


10 Federal Compress & Warehouse Company 
v. McClean, 291 U. S. 17 (1933); Chassaniol v. 
Greenwood, 291 U. S. 584 (1934). 


11 Fastern Air Transport v. South Carolina 
Tax Commission, 285 U. S. 147 (1931); Gregg 
Dyeing Company v. Query, 286 U. S. 472 (1932) ; 
Nashville, Chattanooga & St. Louis Railway 
Company v. Wallace, 288 U. S. 249 (1933); Hdel- 
man v. Boeing Air Transport, 289 U. S. 249 
(1933). 





in every case, the local tax did in some meas- 
ure affect the commerce of the commodity 
taxed, and did increase the cost of perform- 
ing that function. The criterion of the 
validity of such a tax has always been 
whether or not it is unjust or discriminatory 
against interstate commerce as such.” 


The development of this line of deci- 
sions, each in its own way extending the 
power of state taxation to envelop more and 
more of interstate trade, has culminated in 
the decisions arising out of the popular con- 
sumptive excise tax (a tax.upon the sale, 
use, storage, withdrawal or transfer of per- 
sonal property which is not intended for 
resale or manufacturing, where the tax 
base is the sales price of the article or the 
gross receipts of the transaction). Depres- 
sion-born and reared on the failure of the 
general property tax system in the 1930's, 
these taxes have enjoyed a startling rate of 
growth and prolificness. Today they are 
in force, in one form or another, in some 
twenty-seven states.“ They produced over 
$900,000,000 in state revenue, or some 12.4 
per cent of total state income, in the year 
1946.% Nowhere else in the field of taxation 
can a more able demonstration of the Su- 
preme Court’s new perspective of the field 
of interstate taxation be found. The deci- 
sions may be briefly reviewed, for they are 
relatively few in number; but the reasoning 
behind them is difficult to justify; and, un- 
fortunately, many of them have been more 
a product of the urgency of state need than 
a result of stare decisis. 


Berwind-White Case 


The foundation for the development of 
the ruling case law presently applicable to 
consumptive excise taxes, popularly named 
“sales” and “use” taxes, was laid down in 
the Western Lwe Stock case," in which it 
was decided that a tax upon the gross re- 
ceipts gathered from advertising contracts 





2 Henneford v. Silas Mason Company, 300 
U. S. 577 (1937); Western Life Stock v. Bureau 
of Revenue, 303 U. S. 250 (1938); Adams Manu- 
facturing Company v. Storen, 304 U. S. 307 
(1938); Gwin, White, & Prince, Inc. v. Henne- 
ford, 305 U. S. 434 (1939); McGoldrick v. Ber- 
wind-White Coal Mining Company, 309 U. S. 
33 (1940). 

1% Alabama, Arizona, Arkansas, California, 
Colorado, Connecticut, Illinois, Indiana, Iowa, 
Kansas, Louisiana, Maryland, Michigan, Missis- 
sippi, Missouri, New Mexico, North Carolina, 
North Dakota, Ohio, Oklahoma, Rhode Island, 
South Dakota, Tennessee, Utah, Washington, 
West Virginia and Wyoming. 

144 United States Bureau of Census, State Fi- 
nance (1948), Table 2, p. 5. 

18 Supra, footnote 12. 
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for an interstate periodical was not uncon- 
stitutional as an undue burden on interstate 
commerce, merely because in the ordinary 
course interstate transportation was pre- 
requisite to the business of the taxpayer. 
With this case as a base, the Supreme 
Court constructed a whole new theory of state 
taxation of interstate transactions the very 
next year in the Berwind-White case,” in 
which it broke away from all previous 
precedents and upheld a nondiscriminatory 
sales tax imposed directly upon transactions 
in interstate commerce. 

This case presented the question of the 
constitutionality of a New York City sales tax 
on sales of coal made through a New York 
City sales office of a Pennsylvania corpo- 
ration, under contracts calling for delivery 
in New York City, with two exceptions. In 
the first of these exceptions, the contract 
called for delivery at a point outside New 
York City; in the second for loading, on the 
purchaser’s account, at the mine tipple into 
cars of a common carrier for delivery to the 
buyer. Reversing the state courts, the Su- 
preme Court held that the tax was condi- 
tioned upon transfer of title or possession or 
an agreement therefor, consummated within 
the city; that here the transfer of title and 
the transfer of possession were simultaneous, 
taking place within New York City exclu- 
sively; and that therefore the transfer was 
a purely local act and so outside the scope 
of the commerce clause. This tax, then, 
though a “sales” tax, is in its most basic 
form a simple excise tax attached when 
property is brought into the state, regard- 
less of the place of the sale, after the inter- 
state journey of the article has ended. In 
this respect, therefore, it is exactly like those 
taxes imposed after the arrival of an inter- 
state shipment at its destination.” The 
same view was accepted by the Court and 
made a partial ground for its decision. As 
for those contracts in which delivery was 
demanded at points outside New York City, 
the Court declined to give its opinion on the 
ground that they were not presently in dis- 
pute. Thus, there would seem to be no 
distinction between cases calling for de- 
livery within New York City and those re- 
quiring delivery elsewhere. As long as the 
contract for sale is drawn within the city, 
both classes of sale are apparently taxable. 

Aside from the indefiniteness of the Ber- 
wind-White decision, interest in it is height- 
ened by one case shortly before it and three 
immediately following it. The former case, 
Matter of National Cash Register Company v. 


16 Ibid. 
" Supra, footnote 9. 
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Taylor,* held that New York City could not 
tax sales solicited in New York by the tax- 
payer’s agents and shipped from Ohio to the 
buyers in New York. This was mentioned 
only briefly, without any elaboration or dis- 
tinction, in the opinion of the majority of 
the Court in the Berwind-White case. In 
the opinion of the minority, led by Chief 
Justice Hughes, it was made the spearhead 
of the dissent and employed as a demon- 
stration of a tax that went beyond the limit 
of state tax power. 


In the three cases immediately after the 
Berwind-White case, the two companion 
cases, McGoldrick v. Felt & Tarrant Manu- 
facturing Company and McGoldrick v. A. H. 
DuGrenier, Inc.,” were decided on the basis 
of the Berwind-White decision (although the 
facts were substantially different), as was the 
third, McGoldrick v. Compagnie Generale 
Transatlantique.” In the Felt & Tarrant ap- 
peal, the facts were similar to those in the 
National Cash Register Company case. The 
company had a New York sales office, 
shipped to its local agent for delivery in New 
York City from a main manufacturing plant 
outside the city, and was held liable for the 
tax under the Berwind-White decision. The 
DuGrenier case was somewhat different. The 
sales were solicited through a New York 
agent but were shipped f. o. b. the company’s 
Massachusetts factory directly to the pur- 
chaser at the latter’s expense. The Supreme 
Court stated that taxability of such a trans- 
action was “controlled by our decision ‘in 
the Berwind-White Company case.” The 
Court, in making this observation, did not 
distinguish the different types of trans- 
actions involved in each case; but it is 
entirely obvious that the transactions involv- 
ing acceptance of the orders outside New 
York City and the shipments of the goods 
from point of manufacture to the buyer, with 
the purchaser paying the freight charges, did 
not involve a transfer of either title or pos- 
session within the limits of New York City. 
In the absence of an agreement to the con- 
trary, it is uniformly recognized, title to 
goods passes from seller to buyer at the time 
the goods are placed aboard a common car- 
rier at the place of shipment, the carrier 
thereby becoming the buyer’s agent and de- 
livery to the carrier being interpreted as 





18252 App. Div. 90, 297 N. Y. S. 169; aff’d 
276 N. Y. 208, 11 N. E. (2d) 881; cert. den. 
303 U. S. 656 (1938). See also a companion 
case, West Publishing Company v. Taylor, 251 
App. Div. 883, 297 N. Y. S. 174; aff’d 276 N. Y. 
535, 12 N. E. (2d) 565; cert. den. 303 U. S. 656 
(1938). 

19 309 U. S. 70 (1940). 

20 309 U. S. 430 (1940). 
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delivery to the principal through the medium 


of his agent." Thus, this transaction in- 
volved no transfer of title or possession to 
the buyer in New York City; and no tax- 
able event that could prove a justifiable 
ground for the tax occurred there. 


A further destruction of the DuGrenier 
holding is obvious when the transaction in 
effect there is compared to the two excep- 
tions to the general sales plan followed in the 
Berwind-White case. In one instance in this 
latter case delivery was f. o. b. the mines; 
in the other instance, f. o. b. the pier in New 
Jersey. In both cases, the buyer took pos- 
session and title f. o. b. a point outside New 
York City. In the Berwind-White decision, 
as has been noted, the Court declined to pass 
on the taxability of such sales. Instead, it 
remanded the case without prejudice for 
further presentation to it of any federal 
question remaining undecided. Hence, it 
is impossible to declare DuGrenier settled 
on the basis of a prior decision which did 


not pass upon the point at issue in the 
DuGrenier case. 


The Compagnie Generale Transatlantique 
decision reversed the decisions of the courts 
of New York” to hold that ships’ fuel re- 
moved from a refinery in New Jersey and 
delivered to a vessel’s bunkers in New York 
harbor, pursuant to a New York City con- 
tract, was taxable even though the ship was 
engaged in foreign commerce. This result 
was diametrically opposed to a decision on 
exactly the same set of facts which was 
handed down on the same day as the Com- 
pagnie Generale Transatlantique answer. In 
this second case, McGoldrick v. Gulf Oil 
Corporation,* the issue was a New York City 
sales tax imposed on sales of fuel oil to 
vessels engaged in foreign commerce. The 
oil in both cases was manufactured under 
United States bond, from imported petroleum. 
In the Gulf Oil case, it was declared that the 
oil was subject to federal control and super- 
vision, and that its taxation would be an un- 
due interference with foreign commerce. In 
the Compagnie Generale Transatlantique case, 
it was declared that the annulment of the 
tax on this valid ground was prevented by 
the judicial rule that the argument was not 
advanced on appeal before the state. This 
serves as an excellent example of a clearly 
unconstitutional tax which was declared per- 
missible because of a technical requirement 
of pleading, and brings up an interesting 
question: Which is of greater importance— 





21 Vold, Sales, p. 202. 

22279 N. Y. 192, 18 N. E. (2d) 28; aff’d 280 
N. Y. 691, 21 N. E. (2d) 199 (1938). 

23 309 U. S. 414 (1940). 


equality of taxation and conformity to the 
Constitution of the United States, or satis- 
faction of a procedural requirement not 
rooted in that document? 

During the same Supreme Court term, a 
per curiam decision was declared in favor of 
affirming the tax liability of the taxpayer in 
Jagels, “A Fuel Corporation.” * The facts of 
this case were even more complex than those 
in Berwind-White. Here, three separate and 
distinct classes of transactions were involved. 
The. first consisted of the orders received by 
telephone at a New York City office of the 
taxpayer and forwarded to its New Jersey of- 
fice, where approval and delivery were made in 
New York City from a New Jersey yard; 
the second, of orders telephoned directly 
from New York by the prospective buyer 
to the New Jersey offices; the third, of mail 
orders sent from New York by the buyer 
to the New Jersey office. In all of these 
cases the decision of the New York Court of 
Appeals affirmed the Appellate Division’s 
determination of the liability of the corpo- 
ration for the city sales tax. This case, as 
were the others cited here, was also decided 
on the basis of the Berwind-White case; but 
again there was the unusual circumstance 
that one phase of the business was trans- 
acted outside the City of New York, as is 
ably demonstrated by reference to the last 
type of sale. This was a simple mail-order 
transaction, with acceptance by the coal 
company taking place outside New. York 
City; yet the transaction was treated as 
though it were an entirely intracity sale. 


Use Taxes 


When we turn to use taxes, if the reason- 
ing of International Harvester Company v. 
Department of Treasury” is followed, it is 
possible to go one more step in the field of 
sales taxation to observe the complete de- 
struction of the doctrine of the nontaxability 
of interstate sales, as well as to witness the 
phenomenon of an extrastate tax on the 
purest kind of interstate sale. In the case 
cited, the Supreme Court pointed out that 
both sales and use taxes are in substance 
tax burdens on the transfer of property.” 
This is to a large extent true. The use tax 
was designed as a complementary tax to 
eliminate the avoidance of the sales tax and 
to protect home markets by subjecting out- 


24255 App. Div. 965, 8 N.Y.S. (2d) 456; aff'd 
280 N. Y. 766, 21 N. E. (2d) 526; aff’d per 
curiam 309 U. S. 619 (1940). 

25 322 U.S. 340 (1944). 

% See also McGoldrick v. Berwind-White Com- 
pany, supra; Douglas Aircraft, Inc. v. Johnson, 
13 Calif. (2d) 545, 90 Pac. (2d) 572 (1939). 
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of-state purchases to the same tax burden 
as that imposed on intrastate sales. In its 
operation it is the exact twin of the sales tax. 
It is an ad valorem, nonrecurring tax, levied 
on the privilege of using or consuming tangi- 
ble personal property and invariably assessed 
at the same rate as the sales tax it supple- 
ments, and is applicable to the same general 
articles of taxation as is the sales tax.” 


With such a parallel construction in mind 
the word “sales” may be fairly substituted for 
“use’; the result is the Supreme Court’s un- 
qualified acceptance of the logical extension of 
the Jagels doctrine in the cases of Nelson v. 
Sears Roebuck & Company, and Nelson v. 
Montgomery Ward & Co.” In these cases 
the Court decided that Iowa could impose 
on corporations doing business within its 
borders the obligation of collecting the 
Iowa use tax on mail-order sales to Iowa 
residents even though such transactions took 
place outside the state. 

The constitutionality of the use tax as 
applied to the user or consumer of the taxed 
article had previously been established; 
it had even been held that the tax was col- 
lectible by the vendor selling the article where 
the seller had a place of business within the 
taxing jurisdiction or where the sale was the 
result of local solicitation." But never before 
had it been held that a local business activity 
was vested with the tax responsibility for 
transactions entirely beyond the limits of the 
taxing unit when the only basis for jurisdic- 





7 Criz, The Use Tax (Public Administration 
Service, Chicago, 1941), pp. 1-2. 

78 312 U.S. 359 (1941). 

2 312 U. S. 373 (1941). 

3% Breece Lumber Company v. Mirabel, 287 
Pac. 699 (1930), aff’d 283 U. S. 788 (1931); Hast- 
ern Air Transport v. South Carolina Tax Com- 
mission, supra, footnote 11; Gregg Dyeing Com- 
pany v. Query, ibid.; American Airways v. 
Wallace, 287 U. S. 565 (1932); Nashwille, Chat- 
tanooga & St. Louis Railway Company v. Wal- 
lace, supra, footnote 11; Edelman v. Boeing Air 
Transport, Inc., supra, footnote 11; American 
Airways v. Grosjean, 290 U. S. 596 (1933); Hen- 
neford v. Silas Mason Company, supra, footnote 
12; Southern Pacific Company v. Gallagher, 306 
U. S. 167 (1939); Vancouver Oil Company v. 
Henneford, 183 Wash. 317, 49 Pac. (2d) 14 
(1935); Mann v. McCarroll, 198 Ark. 628, 130 
S. W. (2d) 721 (1939); National Linen Service 
Corporation v. State Tax Commission, 237 Ala. 
360, 186 So. 478 (1939); Banner Laundry Com- 
pany v. Gundy, 296 Mich. 419, 298 N. W. 73 
(1941); Helson and Randolph v. Kentucky, 279 
U. S. 245 (1929), contra. 

3% Bowman v. Continental Oil Company, 256 
U. S. 642 (1921); Monamotor Oil Company v. 
Johnson, 292 U. S. 86 (1934); Felt & Tarrant 
Company v. Gallagher, 306 U. S. 62 (1939); 
West Publishing Company v. Gallagher, 306 
U. S. 62 (1939); Continental Supply Company 
v. People, 54 Wyo. 185, 88 Pac. (2d) 488 (1933); 
Chicago Bridge & Iron Company v. Johnson, 
19 Calif. (2d) 162, 119 Pac. (2d) 945 (1941). 
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tion was the operation of another phase of the 
taxpayer’s business within the state. 


Whether such a decision would hold true 
in the case of a purely extrastate business 
is questionable. The only case approaching 
such a situation is General Trading Company 
v. State Tax Commission.” In that instance, 
the Supreme Court held that a company carry- 
ing on no operations in Iowa, other than the 
solicitation of orders by traveling agents, was 
liable for the collection and remittance of the 
Iowa use tax on goods sold to Iowa residents, 
even though the corporation was not licensed 
to do business in Iowa and the orders obtained 
were forwarded for acceptance to Minnesota 
where they were filled by direct shipment to 
the customers in Iowa. The Court based 
its decision on the cases of Nelson v. Sears 
Roebuck, Nelson v. Montgomery Ward and 
Felt & Tarrant, supra, and stated that the use 
of the General Trading Company as a collect- 
ing agent of the use taxes in such trans- 
actions affected interstate commerce only 
incidentally and did not infringe upon the 
Constitution. But in those cases the re- 
tailer was subject to the jurisdiction of the 
taxing state because it was engaged in local 
business. Here the question was not directly 
at issue for the General Trading Company 
submitted voluntarily to jurisdiction. 


Dilworth Case 


The confusion resulting from the cases 
following the Berwind-White opinion as to 
whether or not a sales tax could be imposed 
on shipments made to the customer by com- 
mon carrier from points outside the taxing 
state, was not clarified until 1944, when the 
Supreme Court handed down an opinion in 
McLeod v. J. E. Dilworth® that clearly over- 
ruled the questionable decision in the Du- 
Grenier case. In the Dilworth case, the Court 
considered the constitutionality of an Arkansas 
sales tax on sales solicited by Dilworth 
agents in Arkansas and forwarded to Ten- 
nessee, the home of the corporation, for ac- 
ceptance, filling and delivery to a public 
carrier for transportation to the buyer in 
the former state. As in the DuGrenier case, 
title passed from seller to buyer upon de- 
livery of the purchase to the carrier at the 
point of shipment. 

Although the DuGrenier decision was 
handed down on the basis of thé conclusion 
in the Berwind-White case, and although the 
situations in the Dilworth and DuGrenier 
cases as to local solicitation, out-of-state 





32 322 U. S. 335 (1943). 
3 322 U. S. 327 (1944). 





Satisfaction of order and mode of trans- 
portation were identical, the Court declared 
that the Dilworth case presented a different 
situation from that involved in the Berwind- 
White conflict. Further, it approved a dis- 
tinction made by the Arkansas Supreme 
Court; in voiding the tax, the Arkansas 
Court had observed that in the Berwind- 
White case the company had a local office 
where it accepted offers of contracts and 
made actual delivery all in the same city, 
whereas in the Dilworth case the offices 
were maintained in Tennessee, the sale was 
made there, and the delivery was effected 
either there or in interstate commerce, with 
no interruption until delivery to the buyer 
in Arkansas. This, then, was a clear con- 
demnation of the sales tax as applied to 
interstate sales. 


The United States Supreme Court has 
definitely reaffirmed the doctrine that the 
state of the buyer is prohibited from impos- 
ing a sales tax where the only activity of 
the seller in the taxing state is the solicitation 
of orders which are accepted in a sec- 
ond state and consummated there by de- 
livery of the goods to a carrier f. o. b. the 
point of shipment. From this would seem 
to follow the general principle that the Ber- 
wind-White rule and the doctrines of related 
cases may be applied, only to cases in which 
the seller actually transfers title or possession 
to the buyer within the buyer’s state. 


Guiding Principle 


What is the guiding principle of these 
cases? The Berwind-White case, in essence, 
permitted a use tax to be applied to both intra- 
state and extrastate transfers of title and pos- 
session. The DuGrenier case denied the appli- 
cation of the same tax to an extrastate 
transfer, but was overshadowed by the 
Berwind-White decision so that its real im- 
port has been lost sight of in subsequent 
cases. The Dilworth case gave the DuGrenier 
decision some support, but did nothing to 
focus attention on the extrastate features of 
the Berwind-White situation or the fallacies 
in deciding DuGrenier on an issue not present 
in Berwind-White. In examining the octopus- 
like growth of the interstate sales tax, we 
find the logical development of present 
doctrines in the extreme decisions of the 
Sears Roebuck and Montgomery Ward cases. 
This same principle is evident also in the 
General Trading Company case, in which the 
Supreme Court went all out, and chiefly 
overboard, in the taxation of a nonresident 
business. Finally, we have the problems of 
the twins, the Gulf Oil Company and Com- 
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pagnie Generale Transatlantique cases in 
which one company was declared liable on 
the tax, while the other was exempt, not 
on constitutional grounds, but because of a 
practice of pleading. 


The problem, then, would appear to be 
this: What is the common denominator in 
the taxation of interstate sales? Is it de- 
livery to the buyer within the state? So 
the Berwind-White case would hold, but 
there is no answer to the instances in that 
case in which delivery took place outside 
the City of New York. Further, the 
DuGrenier and the New York Felt & Tarrant 
cases are arguments contra, for in those 
cases delivery was made to a common car- 
rier outside the city. Is it use or enjoyment 
of the article that makes it taxable to that 
jurisdiction? The cases demanding that the 
tax be paid by the vendor deny this, for 
most certainly there can be little or no en- 
joyment of an article sold; and the cases 
holding an out-of-state seller liable for such 
a tax serve to remove all question of there 
being any use or enjoyment within the 
state.* Is the place of the receipt of the 
order controlling? It is, under the Berwind- 
White ddctrine, because all of the contracts 
were made in that place. But in the com- 
panion Felt & Tarrant case, the sales con- 
tract was approved in Illinois; in the 
Jagels case, it was approved in New Jersey; 
and in the DuGrenier case, it was a Massa- 
chusetts contract for sale. Is the tax 
dependent upon the place of consumption? 
Compagnie Generale Transatlantique and 
Southern Pacific give a short answer to this, 
while the Berwind-White case suggests the 
opposite result. Is the tax conditioned on the 
taxpayer’s doing business within the state or 
being a resident thereof? Yes, according to 
the Sears Roebuck and Montgomery Ward de- 
cisions; but there is a suggestion that an 
opposite result would have been reached 
had those companies not been admitted to 
do business in Iowa. The General Trading 
Company case, however, resolves all doubt on 
this score. Is the common denominator the 
consummation of the contract? * If so, what 
would be the situation if a contract for the 
sale of goods was made in New York 
City and delivery outside New York was 
specified? Some cases have denied the 





% Felt & Tarrant Company v. Gallagher, 
supra, footnote 31; Continental Supply Company 
v. People, ibid.; Chicago Bridge & Iron Com- 
pany v. Johnson, ibid. 

3 Nelson v. Sears Roebuck & Company, supra, 
footnote 28; Nelson v. Montgomery Ward Com- 
pany, supra, footnote 29; General Trading Com- 
pany v. Tax Commission, supra, footnote 32. 

36 New York City Local Law 25 (2) (1934). 
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validity of such a tax,” while one case, 
Superior Oil Company v. Mississippi, suffered 
it under such circumstances.” Another test 
is whether passage of title gives the juris- 
tion in which the event occurs the right to 
tax the act. The general rule is that title 
passes, in the event of specific and ascer- 
tained goods, when the parties so intend.” 
But the courts have not always observed 
this in the determination of the time of 
passage of title for tax purposes. In the 
Superior Oil case, the parties agreed that title 
would not pass, irrespective of the loading 
on the buyer’s own boats, until after the 
goods had been transported to their desti- 
nation; yet the Supreme Court held that 
title passed as of the time of loading. 
The Berwind-White case presented the 
problem of the contracts calling for loading 
at the mine and delivery in New Jersey; 
the DuGrenier case, the problem of the 
shipment f. 0. b. the Massachusetts factory, 
at which time title would, in normal cir- 
cumstances, have passed to the buyer.” 


Local Event as Tax Base 


The obvious importance of the Berwind- 
White case, and of those cases sheltered in 
its lee, is the discovery of a local event, 
distinct from interstate commerce, that may 
be taxed regardless of the immunity doctrine 
of the commerce clause and past judicial 
experience. This is quite a novel idea for 
a tax base. No previous case had ever 
intimated that the transfer of title or posses- 
sion per se was taxable.“ Prior experience 
had even declared that the unloading of 
goods after shipment in interstate commerce 
was a necessary part of that commerce and 
hence beyond state regulation.* The Ber- 
wind-White case leaves open the questions 
of whether a transfer of possession within 
the buyer’s state is an event that is adequate 
for taxation or an event that must be joined 
with a contractual agreement consummated 
within the city; whether f. o. b. deliveries 
at points outside New York City constitute 
taxable events; and whether any taxable 
events in the seller’s state serve as grounds 
for another sales tax. 


Whatever the precise nature of the taxable 
event, it is evident that the case is a 


% Gunther’s Sons v. McGoldrick, 279 N. Y. 
148 (1938); Standard Oil Company v. Johnson, 
13 Calif. (2d) 621, 92 Pac. (2d) 470 (1939). 

% 280 U. S. 390 (1929). 

® Vold, op. cit., p. 122. 

“ Ibid., p. 202. 

“Gressman, ‘‘State Sales Taxes in Relation 
to Interstate Commerce,”’ 38 Michigan Law Re- 
view 1292, 1299 (1940). 

“ Rhodes v. Iowa, 170 U. S. 412 (1898). 
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radical departure from the previous expres- 
sions of the Court as to what is and what 
is not interstate commerce and what is 
and what is not subject to or free of state 
taxation. Under this doctrine, it is clear, 
the buyer’s state may levy a sales tax on 
any interstate sale; hence, for purposes of 
taxation, there is little to differentiate intra- 
state from interstate sales except the move- 
ment across state lines in the latter instance. 


The chief argument against the Court’s 
opinion in this case is its failure to deny 
that this was an interstate sale which was 
being taxed directly. The transaction was 
clearly taxable by New York City on the 
principles previously applied to uphold use 
taxes.“ This fact was substantiated by the 
Court in its declaration that there is little 
or no difference between the effect of these 
taxes on interstate commerce. But, the 
fact remains, both taxes were sustained 
on the unrealistic ground that they were levied 
on events quite separate from interstate 
commerce. The immunity doctrine was rec- 
ognized, but was left an empty shell.“ 


Supreme Court's Interpretation 


From this it is apparent that there is no 
common thread of which a whole fabric 
of uniform taxation of interstate sales may 
be woven. The Supreme Court is clearly 
divided in its stand. One side of the Court 
looks to the potential risk of double taxa- 
tion, while the other prefers to use the 
actual burden imposed under the circum- 
stances as its standard.“ The most vocal 
members of the present Court—TJustices 
Black, Frankfurter and Douglas—have been 
ascribed as having written a “back-to-the- 
Constitution” theory of taxation into today’s 
state tax law.“ Under this rule, they hold 
the commerce clause to mean what it 
literally says, that Congress alone shall 
regulate interstate commerce and that the 
Supreme Court has no right to strike down 
a state tax which does not discriminate 
against interstate commerce. This means 
that within the limits of nondiscrimination 
against interstate commerce and consistency 
with all laws of Congress, the states may 
tax as they please without interference or 
objection by the Supreme Court. The views 
that these justices take toward the com- 





43 See footnotes 30-31, supra. 

# Gressman, op. cit., p. 1300. 

# Contrast the dissents in the Berwind-White 
and International Harvester cases with the ma- 
jority opinion in the former and the dissents 
in the Dilworth and Adams Manufacturing Com- 
pany cases. 

46 Gressman, op. cit., p. 1306. 
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merce clause and its demands as to state 
taxation are reducible to five basic tenets: 
(1) The immunity theory of taxation of 
interstate sales should be abolished. (2) 
Interstate in character or not, business 
should bear its proper share of state tax 
burdens, as multiple tax burdens are the 
price of our form of government; hence, 
the so-called “multiple-burdens” theory must 
go. (3) The Court should uphold state 
taxes, as long as they remain within the ex- 
ceptions noted above, until Congress acts 
to parcel out tax authority. (4) Only the 
actual, and not the potential, burden should 
be examined. (5) The Court should make no 
attempt at apportionment of state taxation 
of interstate commerce.” 


These statements may be replied to 
briefly: (1) abolition of the immunity doc- 
trine would be a direct violation of the 
Constitution if accomplished by judicial 
interpretation or by any means other than 
amendment of the Constitution, and a con- 
stitutional amendment merely to settle the 
issue of interest sales would not seem advis- 
able or practical. (2) Such a declaration as- 
sumes that interstate business pays no other 
taxes or that the state tax bodies have no other 
means available for the assessment of this 
group. This obviously is not true. (3) The 
Supreme Court is the guardian of the 
present rights and interests of the people 
of the United States and is not a servant 
of Congress awaiting instructions as to 
when and how to act. (4) It is fundamental 
to our legal system that there should be an 
end to litigation. To confine the issues so 
narrowly in the face of overwhelming na- 
tional interest, serves only to promote and 
encourage disputes. (5) The Court has made 
at least one reasonable and cogent observa- 
tion. The soundness of this declaration 
will he treated later. 


Lack of Reliable Precedent 


The result of the cases to date has made 
it impossible for a taxpayer to rely with any 
assurance on judicial precedents or to estimate 
in advance his tax liability or the limits 
of state taxing power as applied to trans- 
actions in interstate commerce. Apart from 
the very obvious danger of multiple taxation 
by the buyer’s and the seller’s respective 
states, there is the danger of taxation by the 
intermediary states through which the goods 
may pass.“ With the widespread applica- 
tion of the use tax to out-of-state purchases, 





47 Ibid., p. 1307. 
48See dissenting opinion of Chief Justice 
Hughes in the Berwind-White Company case. 


there is serious threat of onerous taxation 
by the pyramiding of these taxes.” More 
serious consequences are attempts to coerce 
payment of taxes not lawfully collectible 
from out-of-state business houses by bully 
tactics and threats of ruining their local busi- 
ness through the prosecution of local cus- 
tomers.” Each of these events is a serious 
matter calling for careful and thorough con- 
sideration of the rights, liabilities and obli- 
gations outstanding in each of the parties 
involved—whether they be units of govern- 
ment on the local, state or federal level, or 
private individuals or corporations doing 
business in interstate commerce—with sug- 
gestions and recommendations for the in- 
evitable recasting of our tax laws. 


To this end, numerous suggestions have 
been made by different individuals and 
groups at one time or another. Basically, 
they are reducible to nine recommendations, 
three calling for Congressional intervention 
and the rest preferring that the states work 
by themselves. 


Apportionment 


The first of the non-Congressional pro- 
posals is the apportionment of sales taxes 
so that the tax would be collected only on 
the portion of the price attributable to 
activities within the state. The Supreme 
Court has stated in the Western Live Stock 
case,” and repeated elsewhere,” that appor- 
tionment would validate an otherwise objec- 
tionable tax. 


Unfortunately, even though the tax is 
apportioned between two or more taxing 
units, wherever there is a subsequent tax 
on the same object, there will still be 
burdensome multiple taxation; there will 
remain a tax load on an object of interstate 
commerce that local business does not carry. 
In order to be truly fair, the apportionment 
would have to apply to a single tax, and 
not to two or more taxes; alternatively, the 
apportionment formula would have to pro- 
vide that in no case would the total tax 
burden exceed the full tax of a single juris- 
diction. It is thought by some that the 
Berwind-White case, by permitting a tax 
measured by total sales price in the state 
of the buyer, has effectively precluded the 





4 Crandall, ‘‘Overlapping Jurisdictions of the 
States with Respect to Taxation of Commerce,” 
37 National Tax Association Proceedings 240, 
252 (1944). 

5 Brown, ‘‘Future of the Use Tax,’’ 8 Law 
and Contemporary Problems 495, 497 (1941). 

51 Supra, footnote 12. 

52 See dissent of Justice Rutledge in Interna 
tional Harvester Company, supra, footnote 25. 
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possibility of apportionment as a uniform 
solution to the problem.” Also standing 
in the way of an apportionment scheme 
is the practical difficulty of arriving at fair 
apportionment formulae and coordinating 
the formulae of the different states. Appor- 
tionment would do nothing to remove the 
competitive disadvantages suffered by local 
trade in the buyer’s state. 


Credit Allowance 


A second scheme advanced as a cure 
is a credit allowance in the second taxing 
state for similar taxes previously paid else- 
where. This excellent suggestion is de- 
cidedly preferable to any apportionment 
scheme. In fact, it has been suggested, 
though not in so many words, that this 
is the method the Supreme Court has 
adopted.» Such a scheme assures fair and 
equitable taxation for interstate commerce, 
but at the same time encourages tax avoid- 
ance through extrastate purchases. This 
should explain the slight popularity the 
system enjoys, for only eleven of the 
twenty-seven states having general sales 
and use taxes have seen fit to grant such 
allowance.” In one case this exemption has 
been ascribed to faulty draftsmanship.” 


While credits for out-of-state taxes paid 
are desirable, they are not required of the 
states by the Constitution or by judicial 
decision. It is indicated that in the case 
of use taxes, the tax does not discriminate 
against interstate commerce even though 
the use tax statute makes an exemption pro- 
vision for the payment of the state sales 
tax but none for taxes paid on goods pur- 
chased outside the state.™= One authority 
maintains that no allowance for extrastate 
taxes should be granted by states which 
grant allowances for prior payments of 
their own sales taxes, on the ground that 
a use tax with a provision for deduction of 
local sales taxes paid is another form of a 
general use tax without a sales tax, in which 
case there is certainly no discrimination 
against interstate commerce and the mere 
combination of the two is not sufficient 





33 Crandall, op. cit., p. 247. 

** Brown op. cit., p. 498. 

% Dissent of Justice Rutledge in International 
Harvester Company. 

% Towa, Kansas, Louisiana, Maryland, Michi- 
gan, Mississippi, New Mexico, North Dakota, 
Oklahoma, Tennessee and Utah. 

* Warren and Schlesinger, ‘‘Sales and Use 
Taxes,” 38 Columbia Law Review 49, 65 (1938). 

°% Henneford v. Silas Mason Company, supra, 
footnote 12. Cf. State v. Honaker, 23 Ohio L. 


Abs. 634 (1938); State v. Fields, 27 Ohio L. Abs. 
634 (1938). 
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justification for any crediting.” Objection 
may be made here to the basic premise that 
a general use tax alone is not discriminatory 
because it provides no exemptions whatso- 
ever, either for intrastate or for extrastate 
purchases. Such a tax is discriminatory 
where a sales tax has been paid in the first 
instance. On the entrance of the goods into 
the second state, the use tax becomes due 
and payable; and discrimination against in- 
terstate commerce results by virtue of the 
interstate goods’ bearing a tax burden to 
which local purchases are not exposed. 


Differential Rate 


A third proposal advocates the discourag- 
ing of sales tax evasion through extrastate 
purchases by taxing at a higher rate the 
use or consumption of property subject to 
the state sales tax when that tax is not 
paid at the time of purchase.” The object 
of this device is to entice the vendor to 
pay the vendee’s tax voluntarily in order 
to spare the buyer the larger tax at a later 
time. This tax, of course, assumes that there 
is no taxation by the seller’s state, and 
assures collection merely on extrastate pur- 
chases. It is of value only where the seller 
considers the buyer’s good will and trade to 
be worth more than the sum of the tax. 
While this may be true of certain customers, 
it would depend in the main on personal 
relations between the buyer and seller, and 
would not hold for the great mass of extra- 
state purchases doing business for example, 
on a casual basis or through mail-order 
houses. In those cases it is difficult to 
imagine that retailers would willingly charge 
off to customer relations as much as two 
to three per cent of their sales prices. An- 
other consideration here is that the plan 
depends on how effectively the tax has 
been enforced against buyers. If the en- 
forcement was severe enough to give them 
pause in buying, the seller might be forced 
to make voluntary payments in the event 
it discouraged a sufficient number of poten- 
tial customers from purchasing. As the 
chance of the buyer’s paying the tax became 
less and less, the possibility of a gratuitous 
payment by the seller would decrease pro- 
portionately. Effective enforcement of the 
tax against the buyer, in turn, is dependent 
upon whether the buyer’s state knows of the 
transaction. This poses the question of a 





5° Powell, ‘‘New Light on Gross Receipt 
Taxes,’’ 53 Harvard Law Review 909, 930-931 
(1940). 

6 Perkins, ‘“‘The Sales Tax and Transactions 
in Interstate Commerce,’’ 12 North Carolina 
Law Review 99, 118 (1933). 
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means of exchanging information of retail 
sales between the states. In a non-sales 
tax state, the problems of obtaining reports 
on interstate sales would be insuperable, 
while in sales tax states, although such 
transactions might be clearly identifiable 
from the mass of intrastate sales, it is ques- 
tionable whether they would be sufficiently 
detailed to permit separation to the indi- 
vidual states. 

The plan for such a differential would not 
seem to present any great constitutional 
barriers. The suggestion that it discrimi- 
nates against interstate commerce may be 
forestalled by a provision for a like differen- 
tial payable on intrastate sales. To prevent 
evasion of the local tax by people who 
might take advantage of the option to pay 
the higher tax directly to the state and then 
not make such payment, the retailer could 
be charged with keeping a record of those 
persons who choose to make their payments 
directly.” 

This practice would, however, be useless in 
the face of universal adoption of the alterna- 
tive method of payment. It would appear that 
the state could do little to collect from 
each person making the election, and that 
the burden of prosecutions would be over- 
whelming and the sums recovered hardly 
worth the effort. 


A device similar to this is the curious 
technique developed by Arkansas, and since 
repealed, which applied a differential rate 
to towns adjoining the state line.” Under 
the statute,* in Arkansas towns separated 
by a state line the sales taxes paid by Arkan- 
sas retailers were levied at the same rate as 
provided for similar taxes in adjoining 
towns beyond the state border and were in 
no instance to exceed the Arkansas rate. 


The immediate reaction to this law is that 
it was discriminatory against interior towns 
of Arkansas when and if they had a higher 
rate of taxation than the contiguous states. 
Strangely enough, this matter has never 
been the subject of litigation. While there 
has been some debate as to whether the 
statute was unlawful under the United 
States Constitution, the question has never 
been judicially determined. - Severe adminis- 
trative handicaps did, of course, arise. While 
the system may be acceptable for motor fuel 
and oil taxes, it is felt to be doubtful that it 





61 Tbid., p. 232. 

® McNamara, ‘Jurisdictional and Interstate 
Commerce Problems in the Imposition of Ex- 
cises on Sales,’’ 8 Law and Contemporary Prob- 
lems 482, 493 (1941). 

6 Digest of the Statutes of Arkansas (Pope, 
1937), Section 14,070 (e); repealed by Gross 
Receipts Act of 1941, Act 386 of 1941, p. 1056. 


will be applied under the general sales tax 
laws of the various states. 


Individual Solutions 


Another method suggested is to apply in 
each case the ¢ourt’s practical judgment as 
to the real danger of the imposition of 
multiple tax burdens.” This would make 
interstate sales taxation purely a subjective 
matter, would remove all certainty or reliabil- 
ity from our system of taxation and would de- 
prive both the taxpayer and the tax recipient 
of a yardstick for measuring the validity 
of a tax without judicial recourse. This is 
obviously undesirable, not only for its 
unstableness but also for its arbitrary and 
unreasonable character. 


Incorporation of Local Businesses 


Finally, to avoid the payment of sales 
taxes on out-of-state transactions by busi- 
ness houses conducting local trade within 
the taxing jurisdiction, a simple solution 
might be the incorporation of the local 
stores as a strictly local corporation, doing 
only a retail business in that state. The argu- 
ment, therefore, would be that the mail-order 
business is entirely separate from the local 
retailing operations; hence, the latter could 
not be taxed for extrastate operations. 
Against this argument are to be weighed 
incorporation costs, the ease of administer- 
ing state’s stores as an individual entity, 
federal tax considerations and, most impor- 
tant of all, the possibility that the courts 
might look through this device and hold the 
subsidiary liable. 


Federal Sales Tax 


The first recommendation calling for 
Congressional action is a federal manufac- 
turers’ sales tax, with the allocation of 
collected revenues to the respective states.” 
The rebates would be executed on the basis 
of the degree of interest of the state in 
the purchase, and would obviously raise 
some fine distinctions as to the relative 
importance of various phases of an inter- 
state sale and the weights to be given such 
components. The administrative burden on 
the Bureau of Internal Revenue would be 
tremendous. It would closely approximate 





6 McNamara, op. cit. 

85 Crandall, op. cit., p. 248. 

6 Report of the Interstate Commission on Con- 
flicting Taxation, Council of State Governments 
(Chicago, 1935), pp. 64-87: Warren and Schles- 
inger, op. cit.; McNamara, op. cit. 
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the gigantic processing task attendant upon 
the collection of the income tax in requiring 
detailed reports from every retail seller 
in the United States. The ascertainment of 
debts and credits due or chargeable to the 
individual states would be a herculean en- 
deavor. The cost of the job might well 
consume a large proportion of the funds 
received and reduce net revenue to an 
amount that would not make collection ex- 
pedient. At best, only random or spot 
checks could be expected as a means of 
enforcement. In the legislative path of a 
federal sales tax statute are the numerous 
boulders labeled “states’ rights.” The statute 
would be passed only with strong opposi- 
tion from this group. The argument heré 
is that as the agency for collecting funds 
and paying them over to the states, the 
federal government would usurp the power 
to dictate state and local policies control- 
ling the use of these funds. Opponents of 
the plan point to the record of the federal 
government under the grants-in-aid legis- 
lation, and claim that states which have 
taken funds from the United States have 
always been required to surrender their 
inviolate sovereignty over the object of the 
expenditures.” 


National Policy 


Congressional declaration of permissive 
limits of state taxation, by means of the 
authorization and prohibtion of stated taxes 
is also sought to alleviate present problems. 
The contention is that Congress is the 
policymaking body of the United States, 
and that until Congress devises a national 
policy of taxation for the states of the 
Union, the Supreme Court can take no 
remedial steps.“ It is further argued that 
Congress can obtain the factual data neces- 
sary to the demarcation of permissive limits 
of state taxation more easily than can the 
courts, and is by nature the logical choice 
to piece together a comprehensive tax pro- 
gram. Over-all policies cannot be con- 
structed within the judicial process re- 
stricted to single controversies in which 
the facts are narrowed by rules of evidence 
and the limitations of the parties to the 
litigation.™ 


Taxation by Buyer’s State 


The third scheme enlisting Congressional 
aid in the problem is by far the most 





* McNamara, op. cit., p. 493. 

*% Dissent of Justice Black, Gwin, White & 
Prince, Inc. v. Henneford, 305 U. S. 434 (1939). 

® McNamara, op. cit., p. 492. 
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popular.” This recommendation visualizes 


the passage of a statute permitting only 
the buyer’s state, into which the property 
is transported for consumption or use, to 
tax the transaction.” It is argued in favor 
of such a plan that the choice of the state 
of market over the state of origin is prefer- 
able because in the former state the goods 
must come in competition with those sold 
locally. The buyer’s state is the one in 
which the burden of the tax necessarily will 
fall equally on both local and interstate 
classes of trade. The choice of the state 
of origin presents some possibility that the 
burden it imposes on its local trade, with 
which interstate commerce does not have 
to compete, will be heavier than that placed 
by the consuming state on its local busi- 
ness of the same character. If a choice must 
thus be made, it is definitely preferable that 
the state of consumption be selected as the 
one most certain to place the same tax burden 
on domestic and interstate business.” 

In proposing such a law, its advocates 
have cited the experience of the United 
States in the Webb-Kenyon and Wilson Acts 
in so far as they divested of federal control 
the interstate commerce aspects of liquor 
shipments. These two acts grew out of a 
series of federal contacts with the interstate 
shipment of liquor, beginning with Leisy v. 
Hardin.» There the Supreme Court held 
that a state law prohibiting the sale of 
liquor was an unconsitutiorial interference 
with interstate commerce when enforced 
against a sale in the original package. The 
opinion suggested that Congress had the 
power to place the control of liquor traffic 
in the hands of the states. As a result, 
Congress promptly passed the Wilson Act,” 
which provided that upon arrival in a state, 
liquor should be subject to the police laws 
of the state in the same manner as was 
liquor produced there. This act was upheld 
by In re Rahrer,” which decided that Con- 
gress had not delegated its power to regu- 
late interstate commerce, but had divested 
interstate commerce of the protective mantle 





7 See Perkins, op. cit.; Lowndes, ‘‘State Tax- 
ation of Interstate Sales,’’ 7 Mississippi Law 
Journal 223 (1935); Lockhart, ‘‘The Sales Tax 
in Interstate Commerce,’’ 52 Harvard Law Re- 
view 617 (1939). 

See Lowndes, op. cit., p. 224; 27 Proceed- 
ings of National Tax Association 139, 139-140 
(1934). 

72 Dissent of Justice Rutledge in International 
Harvester Company, supra. Cf. Gwin, White & 
Prince, Inc. v. Henneford, supra, and Adams 
Manufacturing Company v. Storen, supra. See 
also Powell, op. cit. 

73135 U. S. 100 (1890). 

74 26 Statutes 313 (1890). 

7% 140 U. S. 545 (1891). 
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which placed it beyond state control. The 
flaw in the statute was that the provision 
permitting state control “on arrival” was 
interpreted as allowing state regulation only 
after delivery to the consignee.” To correct 
this, the Webb-Kenyon Act ™ prohibited the 
transportation of liquor into a state where 
the liquor was to be sold or used in viola- 
tion of the state law. This was upheld in 
Clark Distilling Company v. Western Mary- 
land Railway Company.” 


The difference in these two statutes 
should be carefully noted. The Webb- 
Kenyon Act prohibited transportation into 
a state, whereas the Wilson Act prohibited 
nothing. The latter act merely gave the 
state the right to take certain steps without 
violating the interstate commerce clause. 
None the less the Supreme Court regarded 
the two acts as based on the identical 
theory of liquor control, and held them 
constitutional. In enacting the suggested 
federal tax statute, there is no question but 
that the Wilson Act is the only approach 
to be employed. To use the theory of the 
Webb-Kenyon Act would produce the ridi- 
culous result of prohibiting one state from 
taxing a sale because it is interstate com- 
merce and at the same time granting another 
state exclusive power to tax the sale by 
virtue of federal control of interstate com- 
merce employed to disavow national inter- 
state interest in the transaction. A more 
logical approach is to state, in keeping with 
the Wilson Act, that a certain class of states 
(the buyers’) are hereby given permission to 
tax interstate sales to the exclusion of the 
interests of all other states. 


The constitutional approach for such a 
tax statute is fundamentally that the sales 
are sales in interstate commerce, that they 
are of federal concern, that the states may 
not tax them as a sales tax would be an 
interference with interstate commerce, and 
that by its silence Congress has indicated its 
intent to leave the sales within its domain 
untaxed. But Congress may break its 
silence by passing an act, similar to the 
Wilson Act, indicating which states may 
tax interstate sales.” This intent of Congress 
may be inferred from its past decisions.” 


It is argued that Congress may regulate 
interstate commerce either by its silence 





78 Rhodes v. Iowa, supra, footnote 42. 

1 37 Statutes 699 (1913). 

78 242 U. S. 311 (1917). 

7 Perkins, op. cit., p. 113. 

80 Welton v. Missouri, 91 U. S. 275 (1875); 
Philadelphia and Southern Steamship Company 
v. Pennsylvania, 122 U. S. 326 (1887); Bikle, 
“The Silence of Congress,’’ 41 Harvard Law 
Review 121 (1927). 


or by positive order.” In the case of a dec- 
laration of intent, a tax on interstate sales 
is perfectly lawful. It does not conflict 
with Congressional will, and is a fair and 
equitable charge on interstate commerce. 


Uniform Sales Tax 


Of all these solutions, by far the most 
satisfactory is reservation of the privilege of 
taxing interstate sales to the state of the 
buyer. The dangers of inequality and dis- 
crimination, the original considerations be- 
hind the rule that interstate sales were not 
to be subject to state taxation, do not exist 
in the case of a tax imposed by the buyer’s 
state.” Such taxation makes all interstate 
sales, with the possible exception of those 
taxed by the state of origin, pay the identical 
tax borne by domestic trade. At the same 
time equality of competition between local 
and extrastate merchants is preserved, and 
every tradesman is treated on the same 
footing. The necessity of preserving this 
equality of trade has not escaped the Su- 
preme Court.™ 


Since both local and out-of-state merchants 
are competing for the buyer’s business, 
only the uniform application of a sales tax 
can assure uniformity and equality of taxa- 
tion. This may be accomplished by either 
of two means: (1) the uniform application 
of a single statute, such as the federal direc- 
tion law, permitting the state of the buyer 
to tax interstate commerce; or (2) a uni- 
form sales tax regulation, to be adopted by 
all sales tax states, which acknowledges the 
exclusive right of the buyer’s state to tax 
interstate transactions. 


A proposed form for such a uniform law 
is submitted below. It is intended that this 
law would be incorporated into the general 
sales act of each of the states of the Union. 
It is designed principally (1) to reserve all 
taxation to the state of the buyer and (2) to 
establish a uniform system of crediting taxes 
previously paid on the same item. Thus, 
it provides double-barrelled protection for 
interstate sales. As more and more of the 
states adopted the uniform law, the first 
consideration would become the more im- 
portant. Consequently, there would be less 
and less need for the second. But the 
credit proviso should be retained against 
any backsliding, once all of the states have 





81 Perkins, op. cit., p. 114. 

82 Lockhart, op. cit., p. 625. 

83 Sonneborn Brothers v. Cureton, 262 U. S. 
506 (1923); Wiloil Corporation v, Pennsylvania, 
294 U. S. 169 (1935); Henneford v. Silas Mason 
Company, supra. 
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passed the law. It is to be emphasized that 
the statute presented is merely a tentative 
one, and is not to be accepted as a final 
draft. Such a statute will, of course, require 
close and thorough inspection by an ex- 
perienced group of lawyers and tax officials. 
The only purpose of presentation here is one 
of suggestion. 


Proposed Uniform Law 
I Goods Shipped into State 


Whenever tangible personal property, the 
sale of which is taxable under any other sec- 
tion of the sales tax act of this state, is 


purchased or contracted for within this - 


state and subsequently shipped from without 

this state, with delivery to the purchaser 

taking place within this state, the sales 

shall be taxed as if the entire transaction 

had taken place within the state and in a 

like manner as local commerce is taxed. 
For the purposes of this section— 


(1) It is immaterial that the contract of 
sale is completed outside of this state if the 
order for such tangible personal property 
and the actual physical possession of the 
goods takes place within this state. 

(2) It is immaterial that the contract is 
made before the property is brought into 
this state. 

(3) Delivery is considered to have taken 
place within this state when— 

(a) Actual physical possession is trans- 
ferred within this state. 

(b) Transfer is made to a common carrier 
or other transport agent without this state 
for the purpose of delivery to a buyer within 
this state, regardless of whether such trans- 


fers are made f. o. b. point of origin or 
otherwise. 


II Goods Brought into State 


Whenever tangible personal property, the 
sale of which is taxable under any other 
section of the sales tax act of this state, is 
purchased or contracted for outside this state 
and shipped from without this state, with 
delivery to the purchaser taking place either 
prior to shipment into this state or upon 
receipt within this state, the sale shall be 
taxed as if the purchase or contract of sale 
had been executed within this state, and 
in a like manner as local commerce is taxed. 


IIT Goods Shipped out of State 


Whenever tangible personal property, the 
sale of which is taxable under any other 
section of the sales tax act of this state, is 
purchased or contracted for within this state 
and shipped from within this state or an- 
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other state to a point outside this state, no 
sales tax shall apply. 

For purposes of this section proof of trans- 
portation outside this state shall consist of— 


(1) Waybills or bills of lading made out 
to the seller’s order and calling for delivery 
outside this state; or 

(2) Insurance documents or registry re- 
ceipts for mail orders; or 

(3) Trip sheets signed by the seller’s delivery 
agent showing the receipted signature and 
local address of the out-of-state buyer; or 

(4) Any other business document or paper 
that clearly indicates delivery to a buyer 
without this state. 


IV Credit for Taxes Previously Paid 


Whenever tangible personal property, the 
sale of which is taxable under any other 
section of the sales tax act of this state, is 
purchased or contracted for within or with- 
out this state and has previously been sub- 
jected to a sales or use tax in this or any 
other state, such tax as is paid shall be 
allowed as a credit to be applied in reduc- 
tion of the amount payable to this state 
under the sales tax act. 


For purposes of this section— 


(1) Wherever the amount of the tax due 
under this state’s sales tax act is greater 
than the amount first paid to another state, 
only the excess shall be due this state. 

(2) Wherever the amount of the tax due 
under this state’s sales tax act is less than 
the amount first paid to another state, this 
section shall in no case be interpreted as 
entitling the buyer to a refund of the differ- 
ence between the tax paid and the tax that 
would be applicable if the purchase had 
been made within this state. 

(3) Wherever two or more taxes have 
been collected on the sale or use of any 
tangible personal property, the sale of which 
is taxable under the sales tax act of this state 
or of any other state prior to the application 
of this state’s sales tax act to such sale, only 
the highest rate of such taxes as were pre- 
viously paid, and not the sum of such prior 
taxes, shall be allowed as a credit against 
this state’s tax. 

(4) Prior extrastate payment shall be 
demonstrated by— 


(a) A sales receipt showing the amount 
of the tax previously paid on an identifiable 
transaction. 

(b) A sales contract showing the amount 
of tax previously paid on an identifiable 
transaction. 

(c) A tax receipt issued by any govern- 
mental body having the authority to issue 
such a receipt, which receipt shows the 
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amount of tax previously paid on an identi- 
fiable transaction. 


(d) An informational return made by any 
person, business ‘concern or governmental 
body, which shows the amount of tax pre- 
viously paid on an identifiable transaction 
and the taxing body to which it was paid. 


(e) Any other business or government 
document demonstrating the amount of tax 
previously paid on an identifiable transacion. 


V Exemptions 


In no case will any tax be levied under 
this act or the sales tax act of this state on 
a sale of taxable tangible personal property 
that would be otherwise taxable if such sale 
is—- 


(1) Exempt from taxation under the Con- 
stitution of the United States or the con- 
stitution of this state. 


(2) The property of persons or businesses 
moving into this state with the intention of 
becoming residents herein. 


(3) In the continued possession of any 
person or business for a period of not less 
than two years prior to the introduction into 
this state. 


(4) The property of any person or business 
temporarily within this state for a period of 
ninety days or less. 


VI Miscellaneous 


Nothing in this act is to be construed as 
superseding any provisions in the sales tax 
act of this state in so far as articles of taxa- 
tion, tax rates and the respective liabilities 
of sellers and buyers for the payment of such 
taxes are concerned. 


Explanation of Proposed Law 


First, it should be understood that when 
the term “sales tax” is used in the suggested 
statute, it does not mean the conventionally 
ideal sales tax which is truly a tax on the 
sale of the article only. Such a sales tax is 
almost extinct in actual practice. Hence, in 
this model law the term is used in a generic 
sense only, and is meant to embrace what 
are popularly referred to individually as sales 
and use taxes, although they are essentially 
the identical tax. As has already been ob- 
served, “consumptive excise taxes” is un- 
doubtedly a better label for them, although 
a bit more awkward than the term “sales tax.” 


Section I is intended to subject all ex- 
trastate shipments orginally contracted for 
in the taxing state to an exclusive tax by 
the buyer’s state. Section I (1) covers situ- 
ations such as those in the DuGrenier and 





Felt & Tarran: cases, and properly makes 
local sales subsequently accepted at the home 
office subject to the sales tax at the place 
where the order was taken. Section I (3) 
defines the word “delivery” in terms of actual 
manual caption by the buyer within the tax- 
ing jurisdiction, regardless of the terms of 
the contract, whether they be f. o. b. point 
of origin or destination, or even c. o. d. 


Section II is designed to take care of the 
typical extrastate purchase that is currently 
covered today by the use or complementary 
consumption and enjoyment tax in most sales 
tax states. This will be relevant in those 
cases in which the purchase and delivery of 
an article are made outside the buyer’s state 
and the article is subsequently taken by the 
buyer into his own or a third state. 


Section III covers the shipment of goods 
outside the state of purchase, and provides 
that no such movements will be taxed. This, 
then, effectively precludes the seller’s state 
from taxing goods going to another state 
and paves the way for the taxation of the 
merchandise solely by the buyer’s state. 


In Section IV, an allowance is made for 
taxes previously paid in another state, with 
credit granted for the amounts taxed. As 
more and more states recognize the exclu- 
sive jurisdiction of the buyer’s state, this 
provision will become of less consequence, 
but it should be maintained as a safeguard 
against maverick states. 


Illustration 


As an illustration of how this device oper- 
ates, consider a tax of two per cent in one 
state and four per cent in another. Under 
IV (1), only two per cent would be due and 
payable in the second state. Where the first 
rate was four per cent and the second only 
two per cent, no refund could reasonably be 
expected or would be allowed by IV (2). 
Finally, where there had been numerous 
levies by several taxing states without ben- 
efit of this uniform law, prior to the entry 
of the goods into a state with such a law, as, 
for example, if the successive levies were 
one, two and four per cent for states A, B 
and C, only the last state having adopted 
the uniform statute, the tax due C would be 
two per cent, or the difference between the 
highest previous rate, two per cent in B, 
and not one per cent, the sum of the prior 
taxes paid. A natural safeguard in this credit 
device is the practical limit to the tax at- 
tached in the various states. Since most lev- 
ies are about two to four per cent of the sales 
price, in most cases it would take only one 
antecedent tax, or in the most extreme in- 
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stances two other tributes, to match the 
rate of the last taxing jurisdiction. Section 
IV permits the taking of credits or the 
recognition of prior taxes whether paid by 
the buyer or by the seller. Not the identity 
of the person paying the previous tax, but 
the fact that one tax has already been paid 
on the article sought to be taxed again, is the 
motivating factor for the credits allowed un- 
der this section. Some state statutes admit this 
principle in effect when they exempt second- 
hand sales from the payment of sales taxes. 


Exemptions 


Section V provides for certain stated ex- © 


emptions. These are intended not as a maxi- 
mum to which no additions will be tolerated, 
but rather as a minimum, and include all 
exemptions most frequently found in state 
sales tax statutes today. These exemptions 
are reasonable and logical, and are vital to 
the effective working of a system of equi- 
table taxation. While other exemptions are 
not prohibited, their addition should be care- 
fully considered before introduction, and 
should not be permitted without genuine 
reason for their inclusion. Unless careful 
treatment is displayed in the case of exemp- 
tions, too often the statute reflects more in 
the way of exemptions than it taxes in sub- 
stance. In such a case one wonders why, 
instead of passing a general statute and 
listing all the exemptions therefrom, it would 
not have been easier merely to enumerate 
those articles which may be taxed. 


The first exemption is almost standard; 
it is a catchall or statute-saving exemption 
to protect the tax act from falling under a 
constitutional conflict. Subsection (2) is de- 
signed to prevent the discouragement of 
immigration into a state. Since the effects 
of most persons and businesses coming into 
a state from a previous establishment else- 
where are of varying age and value, it would 
also be a matter of administrative feasibility 
to forego attempted valuations or establish- 
ments of original cost prices on a wide vari- 
ety of articles. In V (3), an attempt has 
been made to meet the problem of the Silas 
Mason case, in which supplies and equipment 
of the company were temporarily brought 
into the state. Unless the article has been 
just recently bought in an effort to escape 
a local tax, it seems hardly fair to tax prop- 
erty that is in a state for a limited time and 
purpose. After two years it is often hard 
to establish the price paid, the tax levied, 
etc.; and to avoid the situation, this subsec- 
tion is included. Section V (4) is a protective 
clause for transients temporarily within the 


Sales Taxes and Interstate Commerce 


state. This provision is fairly popular in the 
state statutes and, like V (1), is prompted 
by the expediency of encourging certain classes 
to come within the borders of the state. 


Advantage of Uniform Act 


The advantage of a uniform act by the 
individual states lies in the reservation of 
the power of dealing with this problem to the 
states themselves. In effect, they will join 
together in mutual agreement that’ no one 
but the buyer’s state will tax an interstate 
transaction. This program should win the 
immediate support of the advocates of the 
states’ rights doctrine, and would avoid a 
constitutional battle over the legality of a 
Congressional grant of authority to tax in- 
terstate commerce. The statute is constructed 
within the framework of the power the states 
now have, and contemplates no new grants 
or extensions of authority. The disadvan- 
tage of the act is the difficulty in getting it 
through twenty-seven state legislatures, as 
opposed to Congress alone, as would be the 
case with any federal statute. The present 
confusion and litigation in the field of inter- 
state sales and use taxes offer genuine hope 
that the states are open to suggestion. If 
a recommendation for the adoption of the 
act was made before a semiofficial state group, 
such as the Council of State Governments, 
the willingness on the part of those states 
with serious interstate tax problems to adopt 
such a law might well encourage the remain- 
ing states to follow in an act of good faith 


But whether it be by federal or state ac- 
tion, it is plain that burdensome discrimi- 
nations against interstate sales and onerous 
tax in equalities can be solved only by the 
restriction of the right to tax interstate sales. 
To restrict this right to the seller’s state 
would not assure an equal tax burden on 
interstate and domestic commerce unless 
both states by chance have equal rates. 
Otherwise discrimination against either local 
or interstate sales is inevitable. However, 
this assumes the strictest application of sales 
taxes only, to the purest kind of sales. Where 
use taxes are applicable as an indirect levy 
on the extrastate sale, the discrimination 
becomes all the mort inevitable, even with 
equal tax rates. The solution to the problem, 
therefore, lies in restricting the taxation of 
interstate transactions to the final state in- 
volved, the state of the buyer. Only by 
placing the entire responsibility and privi- 
lege of taxation in the hands of the state 
with the hindsight, can interstate commerce 
be insured against the risks of multiple tax 
burdens. [The End] 
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FROM ENGLAND 


The Problem 
of Business Taxes 


By R. H. FRY_FINANCIAL EDITOR 
OF THE MANCHESTER GUARDIAN ... 





to POSTWAR RISE in the cost of 
plants and machinery has caused serious 
financial problems to industrial corporations 
in many countries. In Britain, public dis- 
cussion has been concerned for some time 
with methods of preserving the financial 
resources of business to cope with replace- 
ment of fixed assets at postwar prices. As 
in other countries, the allowances granted by 
the tax authority for depreciation of assets 
are based on the original cost of the plant. 
In 1945 there was passed a new Finance 
Act, under which twenty per cent of the 
cost of new plants and machinery (and ten 
per cent of the cost of real property) can 
be written off at once. That has helped, 
but it has not solved the problem. Even if 
the whole cost of a machine could be written 
off against untaxed profits in the year of its 
purchase (as is the case in Sweden), the 
money would still be insufficient to buy a 
new machine when the old one is worn out, 
if prices continue rising. In the meantime, 
there is a strong objection to such degree of 
latitude; in Britain, as in every west Euro- 
pean country, the rate of national expendi- 
ture on capital goods and construction is 
up to the limit of national resources and 
always threatens to go beyond it into in- 
flation. Giving business more money to buy 
plants does not produce more plants when 
the capital goods industries are working up 
to the limit and imports are unobtainable. 
But keeping business short of cash tends to 
make business unsound and to give it false 
ideas about the profitability of its work. 
On the road, too, lies inflation—many busi- 
ness activities today might be dropped for 
lack of profits, and so make room for others 
that ought to spread, if the managements 
knew clearly what their true profits were. 


Reduction of Profits 


For the past year or two, a growing 
number of business executives have been 


recognizing the fact that a part of their 
profits, as admitted for taxation, is not 
genuine profit at all but reflects the running 
down of assets. Depreciation provisions, be- 
ing based on original cost, do not cover the 
value of the increment of equipment which 
is used up in current production; deprecia- 
tion funds accumulated on the basis of tax 
allowances do not, of course, cover the cost 
of replacing the equipment at current prices. 
More and more companies, therefore, have 
set aside additional funds for replacement 
of assets. That has given them funds to 
buy new plants. It has also reduced their 
profits. Accountants are pleased because the 
figure shown as net profit available for dis- 
tribution now expresses genuine profit and 
does not, as before, include a part of the 
company’s real capital seeping away. But 
managements are much less pleased, and 
stockholders even less so. Business is al- 
ready pressed for cash because more work- 
ing capital is being used to finance trading 
at the higher current price level. And no 
taxpayer wants to be charged tax on income 
that he cannot touch. Tax rates are high. 
Companies in Britain pay twenty-five per 
cent profits tax on profits distributed to 
stockholders, ten per cent profits tax on 
undistributed profits and forty-five per cent 
ordinary income tax on both. (These rates 
overlap, and the stockholder pays the tax on 
dividends.) The first demand of the busi- 
nessman, therefore, is that depreciation al- 
lowances against tax should be increased so 
that taxes are levied only on “genuine” 
profits. 


There is no great controversy about this 
claim. But the government, though it has 
promised to consider the matter, has not 
yet found a way of increasing depreciation 
allowances which would not add to the pres- 
sure of inflation. The loss of revenue to the 
Treasury would eat deeply into the budget 
surplus, which at this moment is the supreme 
instrument for checking inflation. The 
stimulus to business expenditure on new 
plants and equipment would add to the ex- 
treme pressure on the capital goods indus- 
tries at a time when they are working to 
the extreme limit of raw materials and 
capacity and have to export a large part of 
their production. Higher depreciation al- 
lowances could not be confined to com- 
panies which would spend the additional 
funds on useful plants and machinery; a 
considerable part would find its way into 
consumption expenditure of one kind or 
another. (Continued on page 56) 
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LOSSES IN ONE BUSINESS, 
PROFITS IN ANOTHER 


WHEN SUCCESSFUL PEOPLE ARE UNSUCCESSFUL IN VENTURES 
FOREIGN TO THEIR TALENTS, IS THERE SALVAGE THROUGH 
TAX SAVING? ... By AARON L. DANZIG ... MEMBER OF THE 
LAW FIRM OF NEMEROFF, JELLINE, DANZIG & PALEY, NEW YORK 





N THE POST WAR YEARS much of 

of the surplus funds that had been 
pent up by war restrictions found expression 
in myriads of new business ventures. Bank 
clerks had sufficient funds to take a flyer 
on the market. Lawyers invested in haber- 
dashery stores, mining enterprises and other 
colorful and equally alluring fields. Ac- 
countants took over the operation of model 
agencies and ice cream parlors. Big busi- 
nessmen bought “farms” for agricultural 
development. In short, a lot of people, 
expert in their own fields, put their money 
into ventures foreign to their native talents. 
Some of these enterprises were gigantic 
successes—but, alas, too many of them 
fell by the wayside. By far the vast 
majority of all reported failures are those 
of postwar businesses. The purpose of 
this article is to define what can be salvaged 
from the debris by way of tax savings. 

When the taxpayer is engaged in a profit- 
able trade or business to which he devotes 
most of his time, the deductibility of losses 
sustained in side lines seems reasonably 
clear, even if the taxpayer is a paid employee 
and not in business for himself. 

Section 23 (e) of the Internal Revenue 
Code provides as follows: “In computing 


net income there shall be allowed as de- 
ductions: 


“(e) Losses By INDIVIDUALS.—In the case 
of an individual, losses sustained during 





*See 485 CCH {§ 8662. See also Rufusk, Steele 
[CCH Dec. 16,548 (M)], 7 TCM 558, in which 
the Tax Court held ‘‘that certain expenses in- 
cidental to taxpayer’s job as a railroad brake- 


man were necessary and ordinary business ex- 
Penses,’”’ 


Losses and Profits 


the taxable year and not conpensated for 
by insurance or otherwise— 


“(1) if incurred in trade or business; or 
, 


“(2) if incurred in any transaction en- 
tered into for profit, though not connected 
with the trade or business.” (Italics supplied.) 


The important clause is (2), in that it 
is larger than, and in fact engulfs, (1). 


In applying this section, the courts have 
been most ready to read the profit-making 
motive into the most diverse transactions. 
“Generally speaking the Board and the 
courts have been liberal in finding the 
requisite greed”—i. e., the profit-making 
motive. (Weir v. Commissioner,. 109 F. 
(2d) 996 (CCA-3, 1940); cert. den. 310 
U. S. 637.)? 


2There is a point, however, to which the 
credibility of the court will not be strained. 
In W. Brown Morton [CCH Dec. 16,429 (M)], 
7 TCM 314, the taxpayer, a lawyer, bought a 
‘“‘farm’’ of 300 acres, 100 acres of which were 
adaptable for farm purposes. On the farm he 
erected his house. The tillable area was op- 
erated consistently at a loss for thirteen years. 
In 1942 and 1943 the taxpayer entered into a 
sharecropping arrangement with a new tenant. 
and disbursed various operating expenditures. 
The Tax Court held that there was no hope of 
profit here and the expenditures were made 
only to preserve the premises as a country home. 

Likewise see Jones v. Commissioner [46-1 ustc 
| 9114], 152 F. (2d) 392 (CCA-9, 1945), in which 
the taxpayers first bought property for a home 
site, changed their minds and then sought to 
get rid of it, as they did eventually at a sub- 
stantial loss. The court held that there was 
no profit motive in the effort to get rid of the 
land, but just a desire to minimize loss. 

See also Gevirtz v. Commissioner [41-2 ustc 
{ 9760], 123 F. (2d) 707; Robinson v. Commis- 
sioner [43-1 ustc { 9280], 134 F. (2d) 168; Rum- 
sey v. Commissioner [36-1 ustc § 9157], 82 F. 
(2d) 158, cert. den. 299 U. S. 552. But see 
Norton L. Smith [CCH Dec. 16,173], 9 TC 1150. 
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In the Weir case, the taxpayer invested 
in the real estate company which owned 
his apartment house. In spite of the tax- 
payer’s statement that his motive was to 
obtain a voice in the management of the 
building in order to “maintain certain 
standards,” the court found a profit-making 
motive in that “by hypothesis the purchase 
of shares of stock carries with it in the 
form of dividends a share in the earnings 
and profits of a corporation.” 


Accordingly, the court permitted the tax- 
payer to deduct from his net income for 
1932 losses incurred by his sale of the stock 
in question below cost. At this point it 
is very important to note that the loss 
here was clearly a capital one. We will 
discuss below the distinction, if any, be- 
tween capital and ordinary income losses 
under Section 23 (e). Meanwhile, the 
following are a few examples of cases in 
which courts have found the profit motive 
and, therefore, deductibility: 


The taxpayer in the case of Royal W. 
Irwin [CCH Dec. 9911], 37 BTA 51 (1938), 
was a lawyer who was also engaged in 
the mining business. Between 1922 and 
1931, he put $65,000 into the venture; and 
when his lease covering the property was 
canceled, he lost the entire amount. He 
deducted about one half of the loss, which 
canceled his entire 1931 income, and then 
deducted the balance of the loss from his 
income in 1932. This was held proper. 


An even stronger case was that of 
Leslie N. Duryea [CCH Dec. 15,794(M)], 
6 TCM — (1947), in which the taxpayer 
never entered the mining business, but made 
preliminary investigations which cost him 
a substantial amount of money. The de- 
duction of these amounts from his gross 
income was held proper. 


In Schmidlapp v. Commissioner [38-1 
ustc J 9285], 96 F. (2d) 680 (CCA-2, 1938), 
the taxpayer was vice-president of the Chase 
National Bank of New York. He deducted 
from his income as vice-president losses 
sustained on a purchase of shares in 
Winchester-Simmons Company, a holding 
company in the ammunition and hardware 
field. The loss was held a proper one. 


The burden of proof for establishing loss, 
however, is on the taxpayer (Burnet v. 
Houston, 283 U. S. 223); and the losses 
must be evidenced by closed and completed 
transactions during the taxable year for 
which the deduction is sought. (Regula- 
tions 111, Section 29.23(e)(1).) 


One should not be misled by the general 
language of the above cases. Under the 


present Code it is not possible to write 
off capital losses suffered in one business 
against ordinary income in another, except 
under the limitations contained in Sec- 
tion 117.2. This section, in the case of 
individuals, allows only a deduction of 
$1,000 per year from ordinary income‘ 
(Capital losses are, of course, fully de- 
ductible from capital gains under the terms 
of this section.)* In the long run, therefore, 
if the loss sustained is capital in nature, 
little is to be gained by income tax de- 
duction unless the loss is counterbalanced 
by capital gain obtained by the taxpayer 
in the taxable year. The bank clerk specu- 
lator, therefore, probably won’t benefit 
much since his investment in stock is of 
a capital nature. On the other hand, the 
dabblers in mines, model agencies and haber- 
dashery stores, where funds are more apt 
to be depleted by operating costs, are in 
a better position to take tax deductions 
from ordinary incomes in other fields. 


Exceptional Fields 


So much for the general rule. The im- 
portant thing to note now is the fields to 
which the general rule does not extend. 

First, the rule of deductibility of losses 
in any transaction entered into for profit 
has nothing to do with expenses incurred 
in a venture that actually yields a profit. 
Such expenses are deductible only pursuant 





3 Code Section 23 (g); Regulations 111, Sec- 
tion 29.23(g)-1. The present Section 23 (g), 
which incorporates this limitation, was not en- 
acted until 1934 (Revenue Act of 1934, May 10, 
1934, Chapter 277, 48 Statutes 680; at that time 
Section 23 (j).) Accordingly, cases covering cap- 
ital losses in the years prior to the 1934 Act 
are not necessarily applicable to cases covering 
later tax years. In cases dealing with capital 
losses, therefore, one is apt to be confused easily 
unless this crucial year is kept in mind. 

4 But losses up to $1,000 may be carried for- 
ward up to five years. 

5 Section 117 (d). 

6 Some slight doubt has been cast upon this 
conclusion by the case of Humphrey v. Com- 
missioner [47-2 ustc 9310], 162 F. (2d) 853 
(CCA-5, 1947), wherein the court, in analyzing 
the deductibility of gambling losses under Sec 
tion 23 (h), took the position that each of the 
subsections of 23 are to be deemed independent 
of the others. Since the provision that capital 
losses are deductible only to the extent of cap- 
ital gains is contained in Section 23 (g), and 
since the provision that losses in transactions 
entered into for profit are deductible from in- 
come is contained in Section 23 (e), the deci- 
sion in the Humphrey case might well lead to 
the conclusion that capital losses in transactions 
engaged in for profit are deductible, whereas 
other capital losses such as a loss in the sale 
of a private residence are not deductible, ex- 
cept against capital gains. ‘That such a con- 
clusion will be reached, however, seems doubtful. 
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to the provisions of Sections 23 (a) (1) and 
23(a)(2). A discussion of the meaning 
of these sections has no place here. It is 
sufficient to point them out as showing 
the limits of the general rule we are 
considering. 


Second, the rule is that a loss, in 
order to be deductible under Section 23(e), 
must be an unintentional parting with some- 
thing of value. Thus, where a candidate 
spent money on a campaign for election 
as judge, but lost, the expenditure was held 
not to be a loss within the meaning of 
the statute. (McDonald v. Commissioner 
[44-2 ustc J 9516], 323 U. S. 57.) A similar 


rule applies where the taxpayer contributes . 


money to a transaction from which he has 
no reasonable hope of profit. Dresser v. 
U. S. [3 ustc J 866], 55 F. (2d) 499. See 
also Seaman v. U. S. [46-2 ustc { 9323], 
156 F. (2d) 719; Giurlani v. Commissioner 
[41-1 ustc J 9472], 119 F. (2d) 852; Paine v. 
Commissioner [39-1 ustc J 9359], 102 F. (2d) 
110; Cem Securities Corporations v. Commis- 
sioner [44-1 ustc 7 9302], 55 F. Supp. 109.) 
Third, the rule regarding deductibility 
of losses in side lines has nothing whatso- 
ever to do with, and should not be con- 
fused with, the “operating loss” deduction." 
The “net operating loss” is a figure arrived 
at for the purpose of carrying back or 
carrying forward a loss sustained in a 
particular year. 
A loss sustained under Section 23(e) (2), 
i. €., in a transaction entered into for profit, 
cannot be carried forward or carried back. 
This is true for more than one reason. 
In the first place, the net operating loss 
figure which is the subject of a carry-back 
or carry-forward is computed differently 
and is subject to all the conditions and 
limitations set forth in Section 122. In 
the second place—and this is what interests 
us more in this article—losses not incurred 
in the regular business or trade of the tax- 
payer can be deducted only for purposes of 
establishing the carry-back or carry-over 
figure, to the extent of the amount of gross 
income not derived from that trade or 
business (except in the case of corpora- 
tions)... Thus, if an automobile dealer has 
an interest in an ice cream parlor (in the 
operation of which he does not actively 
participate) and sustains losses in the ice 
cream parlor business, they are not de- 
ductible from his income as an automobile 
dealer for the purpose of computing the 


™The former is computed under Section 23 
(e); the latter, under Section 23 (s), which in 
turn refers to Section 122. 

* Code Section 122 (d) (5). 


Losses and Profits 


carry-over or carry-back figure, although 
such losses are deductible from, let us say, 
stock dividends from stock bought on the 
stock exchange, the latter being income 
not connected with the taxpayer’s general 
trade or business. 

Thus, in Joseph Sic [CCH Dec. 16,435], 
10 TC —, No. 39, the taxpayer, a farmer, 
was precluded from deducting a loss sus- 
tained in the sale of farm property in 
arriving at the carry-over figure since his 
regular business was held to be farming 
and not the sale of farm land. 

Likewise, in Foreman v. Harrison [48-1 
ustc J 9303], DC. Ill., 1948, a manufacturer 
of automobile and trailer parts was held 
unable to take a deduction under Section 
122 for losses sustained in the sale of factory 
buildings. (See also Joseph L. Merrill 
[CCH Dec. 15,997], 9 TC —, No. 44.) 

Does this mean that a person may have 
only one business or trade which he regu- 
larly carries on for the purposes of Section 
122? It certainly does not. As pointed 
out in Mertens’ Law of Federal Income 
Taxation (Volume 5, Sections 29.05 and 
29.08), a person may have several trades 
or businesses. In the case of Irwin, supra, 
the court clearly recognized that the tax- 
payer could be a lawyer and at the same 
time engage in the mining business. (See 
also Snyder v. Commissioner [35-1 ustc 
1 9344], 295 U. S. 134.) 

As some indication of what factors the 
court would consider in arriving at a con- 
clusion as to whether or not a taxpayer 
is engaged in more than one business, the 
language of the court in the case of Irwin 
is interesting: 

“He gave the work a part of his personal 
attention, made frequent visits to the 
property, received regular reports from his 
mining engineer, wrote frequently to the 
latter instructing him in the conduct of 
the work and was personally responsible 
for all decisions. He was also engaged in 
other businesses and he failed to develop 
the property commercially, but these facts 
did not prevent him from being regularly 
engaged in this mining business.” 

Accordingly, it appears that losses sus- 
tained in one business are generally de- 
ductible from profits derived in another 
(except that capital losses are limited to 
the provisions of Section 117). Carry-over 


‘or carry-backs of such losses are, however, 


not possible unless the taxpayer is regularly 
engaged in the business sustaining the loss. 
The courts, nevertheless, have made it clear 
that a taxpayer may be regularly engaged 
in more than one business. [The End] 
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THE PROBLEM OF BUSINESS TAXES—Continued from page 52 


Work on Solution 


No short cut has yet been discovered. 
At the present stage several groups of ex- 
perts, whose views carry great authority, 
are working on a solution. The Federation 
of British Industries is studying the prob- 
lem, and a leading organization of ac- 
countants is expected to produce a scheme 
in due course. As a first step, it has been 
suggested to the government that deprecia- 
tion allowances on prewar assets might be 
raised or linked with replacement costs. 
Meanwhile, the voluntary limitation of divi- 
dend rates gives many business manage- 
ment a fortuitous possibility of keeping 


more money in the business than their stock- 
holders would otherwise like. On the whole, 
the level of gross business profits has so 
far been rising more or less in step with 
the level of prices, though in the past twelve 
months more and more firms have fallen 
back in the race. The increasing need for 
extra depreciation or replacement reserves, 
which must be made out of taxed net profits, 
is likely to affect from now on not only bal- 
ance sheets but also dividends. The tax 
debate proceeds seriously but _ slowly. 
Whether or not it will lead to relief for 
business profits depends mainly on the suc- 
cess of the budget surplus in bringing infla- 
tion fully under control. [The End] 





JOINT RETURNS AND INSUFFICIENT RECORDS 


(1) Appeal to Tax Court: Separate petition involving joint return liability.— 
The taxpayer and her husband were the recipients of a deficiency notice, addressed 
to them jointly, concerning deficiencies in payments made by the husband in 
connection with returns apparently made jointly. She denied that she had joined 
in making the returns, and filed a separate petition with the Tax Court. It was 
held that since the Commissioner was claiming a several liability upon the part 
of taxpayer, there was no reason why she could not contest that liability separately, 
and that the Tax Court had jurisdiction of the appeal. 


(2) Joint returns: Necessity for signature, income and deductions of wife.— 
The taxpayer’s husband had filed returns for 1935-1937 which contained answers 
indicating that joint returns were being filed, although the returns were not signed 
by the wife and no items of separate income for her were shown. The Tax 
Court found that the wife had no items of income or deductions for the years in 
question, and that the returns were not joint returns. Accordingly, a decision as 
to whether the taxpayer was severally liable on a joint return for the deficiency 


assessed against her husband was not necessary. Eva M. Manton v. Commissioner, 
CCH Dec. 16,690, 11 TC —, No. 100. 


Books and records insufficient: Commissioner’s use of bank-deposit slips.— 
Prior to the taxable years 1943-1945, the taxpayer was engaged in the garage, 
wholesale gas and accessory businesses. He owned 529 acres of farm land, a com- 
mercial building, two small residential properties and a home. He kept no books, 
but for the taxable years in question he reported income of $11,070.79. The 
Commissioner, using bank-deposit slips as a basis for his determination, deter- 
mined that the taxpayer’s income was $46,293.59 for those years. At the trial 
of the proceedings, the taxpayer failed to present any records reasonably ex- 
planatory of his income. Accordingly, the Tax Court held that he had failed 
to demonstrate either that the use of bank-deposit slips by the Commissioner 
was not justified or was arbitrary, or that they did not reasonably reflect in- 
come. The court further found that the taxpayer was negligent in not keeping 
books and, therefore, upheld the Commissioner in his assessment of the five 


per cent negligence penalties. M. O. and Ethel Finks v. Commissioner, CCH 
Dec. 16,698(M), 7 TCM —. 
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U. S. v. Ludey 


“Nothing Wrought by the Hand 
of Man Is Immortal’’ 


Tex Clessics . . 1, robert s. Holzman 


Adjunct Associate Professor, New York University Graduate School of Business Administration 





JVEN as a philosophical concept, depre- 
4 ciation unquestionably is a mournful 
subject. When one has made absolutely no 
provision for depreciation, however, there 
may be the Devil to pay. Ask the reluc- 
tantly aging Dr. Faust. 


The Preacher noted that “whatsoever 
God doeth, it shall be forever.”* And in 
precisely the same tone the Board of Tax 
Appeals warned that “nothing wrought by 
the hand of man is immortal.”? Thus is 
the concept of depreciation. 


Although this theory long has existed, 
the income tax made business depreciation- 
conscious. Indeed, in 1915-1916, very shortly 
after the passage of this legislation, the 
Federal Trade Commission discovered that 
of 60,000 profitable corporations doing an 
annual business in excess of $100,000, “fully 
one half . reckoned with depreciation 
not at all.”* But they also reckoned with- 
out the Commissioner of Internal Revenue 
—a much more serious oversight. 


Even before the Tariff Act of 1913, it 
had been held that a depreciation allowance 
was proper. “The company is not bound 
to see its property gradually waste, without 
making provision out of its earnings for 
replacement.” * But is this obligatory or 
permissive? If the taxpayer-owner doesn’t 
choose (or remember) to take depreciation, 
may the Commissioner act as though such 
deductions had been taken when the property 
ultimately is sold? 

Charles A. Ludey owned mining equip- 
ment, oil land and oil leases in Tulsa, Okla- 
homa. In 1917 he sold his properties and 
claimed a loss on his federal income tax 





1 Ecclesiastes 3:14. 

*Central Railroad Company of New Jersey 
(CCH Dec. 9586], 35 BTA 501 (1937). 

’William Z. Ripley, Main Street and Wall 


Street (Little) Brown and Company, 1927), 
p. 174. 

* Mayor and Alderman of City of Knoxville, 
Kentucky v. Knoxville Water Company, 212 
U.S. 1 (1908). 
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return. “But you forgot to deduct depre- 
ciation and depletion from your original cost 
in computing gain or loss,” said the Com- 
missioner, “so I’ll just do it for you.” That 
adjustment transmuted loss into gain in a 
manner that would have impressed Faust, 
the aforementioned alchemist. It didn’t im- 
press Mr. Ludey, who protested that the 
property was sold for less than it had cost, 
and no magic could say that that didn’t 
spell l-o-s-s. 

On May 16, 1927, Mr. Justice Brandeis 
delivered the opinion of the Supreme Court:* 


“The depreciation charge permitted as a 
deduction from the gross income in deter- 
mining the taxable income of a business for 
any year represents the reduction, during 
the year, of the capital assets through wear 
and tear of the plant used. The amount of 
the allowance for depreciation is the sum 
which should be set aside for the taxable 
year, in order that, at the end of the useful 
life of the plant in the business, the aggre- 
gate of the sums set aside will (with the 
salvage value) suffice to provide an amount 
equal to the original cost. The theory un- 
derlying this allowance for depreciation is 
that by using up the plant a gradual sale 
is made of it. The depreciation charged is 
the measure of the cost of the part which 
has been sold. When the plant is disposed 
of after years of use, the thing then sold 
is not the whole thing originally acquired. 
The amount of the depreciation must be 
deducted from the original cost of the whole 
in order to determine the cost of that dis- 
posed of in the final sale of properties. Any 
other construction would permit a double 
deduction for the loss of the same capital 
assets. 


6g UCH being the rule applicable to manu- 

facturing and mercantile businesses, 
no good reason appears why the business 
of mining should be treated differently. 





5 [1 ustc J 234] 274 U. S. 295. 
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The reasons urged for refusing to ap- 
ply the rule specifically to oil mining 
properties seem to us unsound. If the 
equipment has been used by its owner on 
the oil properties owned by another, it 
would hardly be contended that the depre- 
ciation through wear and tear resulting 
from its use should be ignored in deter- 
mining, on a sale of the equipment, whether 
its owner had made a gain or a loss. The 
fact that the equipment sold is owned by 
the person who owned the mining rights, 
like the fact that it is used in one class of 
mining rather than in another, may have 
an important bearing both upon the price 
realized on the sale and upon the rate of 
depreciation which should be allowed; but 
these facts cannot affect the question whether 
the part which has been theretofore con- 
sumed by use shall be ignored in determin- 
ing whether a sale of what remains has 
resulted in a loss or a gain. 


“The depletion charge permitted as a de- 
duction from the gross income in determin- 
ing the taxable income of mines for any 
year represents the reduction in the mineral 
contents of the reserves from which the 
product is taken. The reserves are recog- 
nized as wasting assets. The depletion ef- 
fected by operation is likened to the using 
up of raw material in making the product 
of a manufacturing establishment. As the 
cost of the raw material must be deducted 
from the gross income before the net in- 
come can be determined, so the estimated 
cost of the part of the reserve used up is 
allowed. The fact that the reserve is hidden 
from sight presents difficulties in making 
an estimate of the amount of the deposits. 
The actual quantity can rarely be measured. 
It must be approximated, And because the 
quantity originally in the reserve is not ac- 
tually known the percentage of the whole 
withdrawn in any year, and hence the ap- 
propriate depletion charge, is necessarily a 
rough estimate. But Congress concluded, 
in the light of experience, that it was better 
to act upon a rough estimate than to ignore 
the fact of depletion. . 


e6°I* HE PROVISO limiting the amount 

of the deduction for depletion to the 
amount of the capital invested shows that 
the deduction is to be regarded as a return 
of capital, not as a special bonus for enter- 
prise and willingness to assume risks. It is 
argued that, because oil is a fugacious miner, 
it cannot be known that the reserve has 
been diminished by the operation of wells. 
Perhaps some land may be discovered which, 
like the widow’s cruse, will afford an inex- 
haustible supply of oil. But the common 





experience of man has been that oil wells, 
and the territory in which they are sunk, 
become exhausted in time. In essence, the 
deduction for depletion does not differ from 
the deduction for depreciation. .. . 


“(The taxpayer] insists that more cannot 
be deducted from the original cost in mak- 
ing the return for 1917. The contention is 
unsound. The amount of the gain on the 
sale is not dependent on the amount claimed 
in earlier years, If in any year he has failed 
to claim, or has been denied, the amount to 
which he was entitled, rectification of the 
error must be sought through a review of 
the action of the bureau for that year. He 
cannot choose the year in which he will take 
a reduction. . . Congress doubtless in- 
tended that the deduction to be made from 
the original cost should be the aggregate 
amount which the taxpayer was entitled to 
deduct in the several years.” 


HE RATIONALE of the Ludey case 

has been extended to fields other than 
depreciation. “If bonds are purchased for 
investment [above par], the premium must 
be recovered tax-free out of the earnings 
of the bond very much as depreciation must 
be recovered out of the income of the de- 
preciable property if the true distinction 
between income and recovery of capital is 
to be preserved. Cf. United States v. Ludey.”* 
But more important, the case has gone 
down as the standard exposition of the 
theory and principle of depreciation. “The 
purpose of the statute with respect to de- 
duction for depreciation has been expressed 
by the Supreme Court of the United States 
in the case of United States v. Ludey.”" 


The Ludey case likewise furnished the 
answer to the question: When is deprecia- 
tion to be taken? “In the light of ... 
decisions of the Courts and rulings by the 
Bureau, taxpayers should, of course, guard 
against consistent efforts by the Bureau to 
throw depreciation into other years. There 
are two fundamental principles affecting 
prior years’ allowances with which you 
should be familiar. These principles are set 
forth in two leading cases—U. S. v. Ludey 

. and Virginian Hotel Co. [sic] v. Hel- 
vering.”*® In the latter case, a corporation’s 
tax returns showed only sufficient deprecia- 





® Christian W. Korell [CCH Dec. 16,420], 10 
TC —, No. 128 (1948). 

t Southeastern Building Corporation [CCH 
Dec. 13,758], 3 TC 381 (1944). 

8 George D. Brabson, ‘‘Points to Be Consid- 
ered in Claiming Depreciation and Depletion, 
Abandonment and Loss of Useful Value,’’ Pro- 
ceedings of the New York University Fifth An- 
nual Institute on Federal Taxation (Matthew 
Bender & Company, Inc., 1947), p. 335. 
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tion deductions in certain years to reduce in- 
come to zero. The taxpayer argued ® that no 
greater amount of depreciation should be 
taken into account than that “allowed” (i. e., 
taken), for although the statute required 
adjustment for depreciation to the extent 
allowed but not less than the amount allow- 
able, a deduction that produced a deficit 
did not really serve to reduce taxable in- 
come, and hence was not effectively “al- 
lowed.” Mr. Justice Douglas, for the Court, 
replied that “the basis must be reduced by 
that amount even though no tax benefit 
results from the use of depreciation as a 
deduction. Wear and tear do not wait on 
net income. Nor can depreciation be accu- 
mulated and held for use in that year in 
which it will bring the taxpayer the most 
tax benefit. Congress has elected to make 
the year the unit of taxation.... Thus 
the amount ‘allowable’ must be taken each 
year. United States v. Ludey.” ® 


66 A ND if depreciation is to be taken each 

year, it must perforce be taken upon 
the basis of the understanding of value 
existing at that time (and at the end of the 
accounting period), and not, as has been 
said, in the light of ‘hindsight’.”™ But this 
question of value runs smack up against 
conflicting schools of economics. Is the 
function of depreciation to recover the cost 
of the asset through an annual amortization 
process? Or is the function to provide suf- 
ficient funds to replace the asset when it is 
economically exhausted? Under the latter 
theory yesterday’s depreciation write-offs 
are hopelessly inadequate to purchase equip- 
ment today, and hence today’s write-offs 
should not be the same as yesterday’s. “For 
costs other than inventory costs, deprecia- 





* This contention had been advanced widely— 
e. g.: ‘‘Nevertheless it may well be argued that 
if the theory of depreciation allowances is to 
permit the recovery of capital tax free, no such 
result is obtained unless the depreciation deduc- 
tion actually offsets taxable income.’’ Aaron 
Holman, ‘‘Depreciation—Allowed and Allow- 
able,’"” TAXES—The Tax Magazine, March, 1940, 
p. 148. 

” Virginian Hotel Corporation of Lynchburg 
: Helvering [43-1 ustc { 9469], 319 U. S. 523 

1943). 


1 Cleveland Adolph Mayer Realty Corporation 
{CCH Dec. 15,818], 8 TC 1163 (1947). 


tion should be calculated on the basis of 
replacing productive property at current 
costs.” But there are those with the opin- 
ion that the historic function of depreciation 
is to recover original cost and no more.” 


Other present-day considerations may af- 
fect depreciation. Originally it was believed 
that the depreciation write-off should be 
predicated on the structural integrity of the 
assets; but recently it was held that the 
economic and useful life of the property 
may determine the time span to be used.” 
And it is apparent that today’s inflated val- 
ues have been reflected in the second-hand 
market; thus, since depreciation is bottomed 
on adjusted cost less estimated salvage, 
higher salvage values would cut down the 
depreciation write-off. “An adjustment to 
correct for mistaken salvage value is no 
different from an adjustment of a mistaken 
estimate of years of use.” * 


| Lagemeagteet ager hed adjustments of deprecia- 
tion write-offs to volatile economic reality 
could be avoided by the adoption of the 
Magill committee’s report. For assets with 
a life of more than five years, the taxpayer, 
“once having determined a rate and method 
of depreciation for an asset, will be required 
to continue its use, unless permission to 
change is granted by the Commissioner.” * 


Continually there are new developments 
in the field of depreciation. Basically, how- 
ever, the subject is very old. Two thousand 
years ago, Lucretius noted that “no keen- 
ness of sight, however strained, can per- 
ceive . . . when things grow old by age 
and wasting ... nor what they lose upon 
each occasion.” But the Ludey case at 
least helps. [The End] 





2 Maurice E. Peloubet, ‘‘Depreciation and 
High Costs,’’ The New York Certified Public 
Accountant, August, 1948, p. 567. 

37, D. Dawes, ‘‘Charging Depreciation on 
Original Cost to Current Operations Favored in 
Study,’’ The Controller, July, 1948, p. 350. 

14 Adda, Inc. [CCH Dec. 15,969], 9 TC 199 
(1947). 

% Wier Long Leaf Lwmber Company [CCH 
Dec. 16,157], 9 TC 990 (1947). 

16 Report of the Special Tax Study Committee 
to the Committee on Ways and Means, 1947, 
p. 36. 

117 De Rerum Natura, Book I, verses 324-325. 
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New Master Tax Guide 


1949 United States Master Tax Guide. 
Commerce Clearing House, Inc., 214 North 
Michigan Avenue, Chicago 1, Illinois. De- 
cember, 1948. 384 pages. Single copies $3; 
ten copies $23; twenty-five copies $49. 

This original explanatory text, based on 
the Internal Revenue Code as amended, 
official Treasury regulations and controlling 
court and Tax Court decisions, tells just 
what the status of the federal revenue law 
is today. Moreover, it is replete with ideas 
and suggestions that will conserve time and 
protect against overpayments and mistakes 
in making out 1948 income tax returns, 
handling 1949 income tax questions under 
the federal revenue laws, etc. 


The new UNITED StaATEs Master TAx 
GUIDE, up to date in every detail, faithfully 
reflects the sweeping, significant changes 
effected by the Revenue Act of 1948. Spe- 
cific section references to the Code and 
Regulations are made, wherever pertinent, 
throughout the Guipe. Plain-English expla- 
nations cover every important phase of the 
federal income tax; application of the tax to 
individuals, estates and trusts, corporations 
and partnerships; withholding; estimates; 
determination of net income; husband and 
wife “income splitting’; capital gains and 
losses; exclusions from gross income; de- 
ductions; returns; refunds; credits; check 
lists of deductibles, nondeductibles, ete. 
Other convenient features include tax rate 
tables covering all federal taxes for revenue, 
including withholding tables, tax calendar 
and detailed topical index. 


Public Finance 


Public Finance. William Withers. Ameri- 
can Book Company, 88 Lexington Avenue, 
New York 16, New York. 1948. 489 pages. 
$4.25. ; 

A major problem of the twentieth century 
is the conflict between private enterprise 
and public enterprise. Today, Mr. Withers 
points out, public finance is no longer a 
“simple system of tax collection to support 


a king and his government,” but a “large- 
scale financial system providing the many 
goods and services which must be bought 
through government because of the charac- 
ter of modern warfare, the severity of busi- 
ness depressions, and the complex economic 
regulation required by industrialism.” Given 
the initial impetus (by war, depression and 
industrialism), government participation in 
the economic life of the nation has become 
ubiquitous. Must public enterprise be de- 
veloped altogether at the expense of private 
enterprise, the proponents of the latter sys- 
tem ask? And “how can the manifold effects 
of a large public economy existing side by 
side with private enterprise be directed to- 
ward the general welfare without destroying 
freedom, initiative, and democracy?” 


Like it or not, Mr. Withers declares, the 
world trend is toward a philosophy of greater 
public economy, of which the New Deal isa 
single, ‘“middle-of-the-road” example. The 
teacher of economics has the responsibility 
of making this trend, and all it means, clear 
to his students. To this end, Mr. Withers 
has written a general text on public finance 
which never loses sight of the interrelation- 
ship of public and private economy. 


For the tax man, the two chapters on 
fiscal coordination contain interesting ma- 
terial. An undesirable result of our desirable 
federal form of government, according to 
Mr. Withers, is the prevalence of duplicate 
taxation arising from the inequality of taxing 
power at different government levels and 
the reluctance of these various levels to 
relinquish fiscal independence. Hence, a 
serious dilemma presents itself: “American 
taxation is decentralized and individualistic.” 
On the other hand, “American economic 
life is centralized and interdependent.” 


Recognizing the immensity of the prob- 
lem, the book offers no certain remedies. 
The summary of Mr. Withers’ conclusions, 
however, suggests some of the measures 
which might help to achieve fiscal coordi- 
nation: 


“ 


the most promising solution of the 
problem of fiscal coordination lies in the 
transfer of income, death, tobacco, and liquor 
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taxation to the Federal Government and the 
development of a comprehensive system of 
federal aid based on need and ability and 
providing funds for education, highways, 
welfare, and other state and local functions. 
Grants-in-aid are preferable to shared taxes 
as a device for returning to the states and 
localities centrally collected revenues. Of 
minor but significant importance as coordina- 
tion solutions are tax credits and deductions, 
the discovery of new local revenue sources and 
the development of tax reciprocity among 
the states. Some progress may be made by 
the creation of interstate committees and 
commissions for the study of coordination 
problems and the formulation of uniform 
tax laws and interstate compacts. A federal 
fiscal authority might serve to stimulate 
and coordinate the efforts of these interstate 
tax bodies.” 


Scarcity and Economics 


Modern Economics. Arthur Edward Burns, 
Alfred C. Neal and D. S. Watson. Harcourt, 
Brace and Company, Inc., 383 Madison 
Avenue, New York 17, New York. 1948. 
954 pages. $5. 

The armchair general was a phenomenon 

of the war years; his counterpart during 
peacetime seems to be the armchair econo- 
mist. “In these times,” say the authors of 
Modern Economics, “almost anyone regards 
himself as something of an economist. 
No businessman is without opinion on prices, 
costs, the productivity of labor and govern- 
mental problems as they apply to his opera- 
tions.” This, perhaps, is a healthful trend— 
economic problems cannot be solved without 
the active interest and cooperation of the 
public. But an informed public can cope 
more successfully with these problems than 
can one guided solely by its prejudices. 
Modern Economics is the type of book which, 
if widely enough read, can help to create 
an informed public. 


A central factor in economics, as inter- 
preted in this book, is scarcity. “The defini- 
tion of economics reflects the fact of scarcity— 
human want, scarcity and work are the 
bases upon which is erected the whole of 
the variegated structure of economic activ- 
ity. The major institutions in the United 
States—such as the money and banking 
System, marketing and transportation, the 
Price system, the business corporation and 
labor unions—exist as methods of organizing 
the production of things that satisfy human 
wants. Scarcity, then, is the definitive 
feature of an economic good, and the mani- 
festation of the scarcity is either the ex- 


Books . . . Articles 


penditure of money or effort to obtain the 
good. The term ‘scarcity’, however, is often 
used carelessly or wrongly in everyday dis- 
cussion. For example, during wartime the 
scarcity of butter, bacon, domestic help, 
shipyard help and many other commodities 
and services was contrasted to prewar abund- 
ance of these goods. Actually things were 
merely more scarce during the wartime than 
in the earlier years, for at no time were 
butter, bacon, domestic help and other things 
‘free’. [The term “free,” in the terminology 
of this text, applies only to those useful 
things which are so abundant—air, water, 
even new territory—that no effort or money 
is necessary to obtain them.] The same 
fallacy is committed by those who glibly 
advance the ‘economy of abundance’ idea. 
If taken literally, the phrase is a contradic- 
tion in terms; if abundance prevails, no 
economy is needed. In the same way, low 
price and ease of purchase are confused 
with abundance. But the fact that things 
are produced and sold at a price, even though 
low, is evidence of a scarcity; they are eco- 
nomic, not free, goods.” 


No aspect of our economy is more dis- 
cussed or berated by the armchair econo- 
mist than is taxation. The difficulty of 
attaining a tax system that is both just in 
every respect and efficient in operation is 
explained as follows: 


“Any tax system reflects a variety of public 
purposes, some of them conflicting. Reve- 
nue, the ease of public administration, dis- 
tribution of the tax burden, the loci of political 
power—these are the purposes among which 
compromises must be made. Revenue often 
conflicts with equity; equity, with ease of 
administration. The question of the relation 
of taxes and of public expenditures to the 
level of income and employment is one that 
has emerged fairly recently. Even before 
the thirties this question was not completely 
ignored. There was a notion that taxes 
ought not to hurt business. In any case, 
the sum total of taxes except in war periods 
was too small to have much effect on the 
level of national output. Hence, there was not 
much reason to think about the problem. 


“, . [But] it is not to be expected that 
the tax system will be dominated by any 
one idea such as the stabilization of national 
output and income at a high level. The 
higher the total tax burden becomes, the 
stronger the group pressure to ward off 
taxation . . . and to throw the burden onto 
some other group. The centrifugal forces of 
political democracy will probably prevent 
the integration of the tax system in the 
service of any one idea or group.” 
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A particularly valuable section of the book 
is Part IV, with chapters on prices, demand 
and supply; prices and markets; wages and 
interest; and profits. 


The concluding chapter on reforms also 
offers good background material for the 
student of economics. Here are sketched 
the tenets and characteristics of socialism, 
Marxism, and other movements seeking or 
professing to seek economic reform. As to 
capitalism and democracy, “both are mani- 
festations of the same social principles: the 
supremacy of the individual, government of 
law, and the right of free association.” 


In the authors of this book we find hap- 
pily combined the viewpoints of the aca- 
demic and the practicing economist... Mr. 
Watson and Mr. Burns are faculty members 
of George Washington University, while 
Mr. Neal is research director of the Federal 
Reserve Bank of Boston. 


Local Tax Trends 


Recent Trends in Local Taxes, 1942-1947. 
Tax Foundation, Inc., 30 Rockefeller Plaza, 
New York 20, New York. 1948. 21 pages. 


Project Note No. 23 in the series of stud- 
ies conducted and published by the Tax 
Foundation, Inc., shows the trend of local 
tax revenues for the war and postwar years 
1942-1947, and indicates the relative produc- 
tivity of the various revenue sources. In 
addition, it predicts that the increasing ten- 
dency of the states to grant greater taxing 
powers to local governments during 1948 
will result in further large increases for the 
vear. Significant points brought out by this 
study are listed below: 


(1) Total local revenues nationally in- 
creased twenty-six per cent during the years 
1942-1947, registering gains generally in line 
with the trend toward increased state reve- 
nues and the higher costs of local govern- 
ment. Rising five per cent from 1942 to 1945, 
they skyrocketed to twenty per cent from 
1945 through 1947, an increase of $948 mil- 
lion in twenty-four months. 

(2) Two factors largely responsible for 
the upward trend are the higher level of 
economic activity and the tendency to broaden 
the tax base. 

(3) All signs today indicate that with pres- 
ent high revenue returns, now is the time for 


local government to retire debt. It may be 
bought with cheap inflated dollars, whereas 
presently incurred debt may have to be re- 
paid with expensive dollars. 


(4) The higher level of economic activity, 
coupled with widespread increases in assessed 
valuation and, in many instances, with in- 
creased property rates, has resulted in higher 
local tax collections from all major sources. 


(5) The tendency to broaden the local tax 
base is the more significant factor in the 
rising trend of local revenues. In effect, it 
amounts to a strong endorsement of the 
“home-rule” philosophy. This is particu- 
larly noticeable in Pennsylvania and New 
York, which have granted more local taxing 
power in preference to allocating additional 
state money to the localities. 


Taxing of Southern Manufacturing 


Taxation of Manufacturing in the South. 
James W. Martin and Glenn D. Morrow. 
Bureau of Public Administration, University 
of Alabama, Tuscaloosa, Alabama. 1948. 
110 pages. 

State and local taxation in the Southern 
states is relatively favorable to the contin- 
ued growth and development of manufacturing 
industries. This is the general conclusion 
reached in a recent study by James W. 
Martin, director, and Glenn D. Morrow, re- 
search associate, of the Bureau of Business 
Research, University of Kentueky. 


The study resulted from a cooperative 
undertaking. It involved research reports 
from investigators in eleven Southern states 
and required nearly five years for comple- 
tion and publication. 


Statistics developed in the study show 
that “manufacturing, as well as general eco- 
nomic well-being, is advancing more rapidly 
in the South than in the nation generally.” 
However, “most of the southern advance 
appears to be restricted to a few states.” 
No positive correlation is found to exist 
between tax loads and their distribution 
and rates of manufacturing growth. “Some 
of the southern states which are 
showing the most rapid industrial develop- 
ment have relatively heavy tax loads, whereas 
others have relatively light tax loads.” 


eo 
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APPELLATE AND OTHER COURTS 


Contingent v. vested interests: Re- 
mainders subject to divesting.—Decedent, 
who died in 1944, bequeathed his residuary 
estate in trust to his widow during her life 
and widowhood, with a power of invasion to 
insure payment of a minimum of $9,600 to 
her annually. Upon the termination of her 
interest, the principal was to go to “children 
of mine then living and the then surviving 
issue collectively of any child of mine then 
deceased.” The shares of children under 
thirty-seven years of age were to be held in 
trust until they reached that age, or in case 
of their death, be distributed to their issue, 
ber stirpes. Decedent’s widow and his two 
sons, aged thirty-one and twenty-nine years, 
survived him. The rights of the sons are 
vested interests since they had a “present 
capacity to take should the life estate be 
suddenly terminated” even though the legal 
estate would not pass until they reached 
thirty-seven years of age, and they are tax- 
able as such under the inheritance tax stat- 
utes—CA of DC. District of Columbia, 
Petitioner v. Elise H. Clark et al., Respondents, 
CCH INHERITANCE EsTATE AND GiFr TAx 
Reports J 16,344. 


STATE COURTS 


Gift tax: Interest: Refund of overpay- 
ment: 1945 amendment.—Taxpayer, in 1943, 
paid a gift tax under protest, and then 
brought action for refund of the overpay- 
ment. During the time the action was pend- 
ing, the gift tax law was amended to provide 
for the payment of interest on overpayment 
in cases where the taxpayer is not at fault. 
Interest was allowable from the effective 
date of the amendment to the date of judg- 
ment determining the amount of the tax. 
—Calif. A. Gregory, Respondent v. State of 
California, Appellant, CCH INHERITANCE 
Estate AND Girt TAx Reports J 16,341. 


Interpretations 


Gift tax: Construction: 1945 amendment. 
—An amendment to the gift tax law pro- 
viding for interest on refunds, in cases 
where the taxpayer is not at fault, was made 
during the pending of an action by a tax- 
payer for such a refund. To permit the 
allowance of interest in such a case from 
the effective date of the amendment, does 
not give the amendment a retroactive effect. 
The payment of interest after that date 
is not “a gift of public funds,” and as such 
contrary to Article IV, Section 31, of the 
constitution since the state receives a sub- 
stantial benefit for the payment of the in- 
terest, viz., the use of the taxpayer’s money. 


—Calif. Ibid. 


Discount: Method of computation of time: 
Sundays and holidays.—Decedent died Oc- 
tober 6, 1946. The six-month period, pro- 
vided for by Section 14,161, within which a 
five per cent discount is allowed for pay- 
ment of inheritance tax, ordinarily would 
have expired April 6, 1947. This, however, 
fell on Sunday, which, under Section 12a, 
Subdivision (a), of the Code of Civil Pro- 
cedure, extends the time one day to April 7. 
Since Thanksgiving (a holiday “appointed 
by the President and by the Governor” un- 
der subdivision (b), Section 12a, of the Code 
of Civil Procedure, which also extends the 
period) also fell within the period, an addi- 
tional day was held to be allowable. A 
payment of the tax made on April 8, 1947, 
was, therefore, timely, and the five per cent 
discount was allowable—Calif. Estate of 
Mabel Barnes Harker, Deceased. Edna B. 
Downs, as Executrix, etc., Appellant v. State 
of California, Respondent, CCH INHERITANCE 
ESTATE AND Girt TAx Reports § 16,343. 


Louisville occupational license tax: Con- 
stitutionality—In extending its opinion 
holding the Louisville occupational license 
tax valid, the Kentucky Court of Appeals 
added the view that although the ordinance 
taxes the net income of businesses and pro- 


63 








fessions while taxing the gross receipts of 
salary and wage earners without allowing 
deductions for federal income and social 
security taxes, neither the due process clause 
nor the equal protection clause of the Four- 
teenth Amendment to the United States 
Constitution was violated. 


The expression of the court’s attitude on 
that constitutional issue raises a federal 
question and presages a possible appeal to 
the United States Supreme Court, in the 
highly probable event that a pending peti- 
tion for rehearing results in no alteration 
of the Kentucky court’s decision—Ky. City 
of Louisville v. Sabree, CCH Kentucky Tax 
Reports { 78-001. 


Income taxes: Deductions: Federal in- 
come taxes.—Under the Louisiana Income 
Tax Act, a corporation may not claim de- 
duction of federal taxes paid on a capital 
gain reported over a period of years under 
the federal law where such income was 
earned in 1931 prior to the enactment of the 
state income tax. As long as ordinary ex- 
penses are allowed as deductions in comput- 
ing net income, the Louisiana Legislature 
does not violate the constitutional provision 
authorizing a tax on net income by refusing 
to allow deductions otherwise allowable 
which are attributable to income not subject 
to the state tax.—La. W. Horace Williams 
Company, Inc. v. Cocreham, 2 CCH STATE 
Tax CASES REpPorts J 250-014. 


Use taxes: Exemption: Industrial proc- 
essing.—A person who purchases water 
softeners outside the state and rents them 
to home-owners in the state for domestic 
purposes is liable for the payment of the use 
tax. However, no tax is exigible where such 
water softeners are rented for the purpose of 
servicing stores, restaurants, hotels and 
manufacturing plants.—Mich. M. A. Kress, 
d. b. a. Jackson Soft Water Service v. Depart- 
ment of Revenue, 2 CCH State Tax CASES 
Reports § 250-016. 





Sales tax: Claim for exemption.—A tax- 
payer engaged in the sale of feeds had no 
records of sales at the time a sales tax audit 
was made by the Department of Revenue. 
At a conference hearing of the Department, 
the taxpayer claimed exemption from tax 
on sales of feed for use or consumption in 
agricultural producing and, to substantiate 
his claim, offered affidavits which he had 
obtained from purchasers. The Department 
refused to consider the affidavits and rejected 
the claim for exemption. On appeal to the 
Michigan Board of Tax Appeals, it was 
held that the Department should have con- 


sidered the affidavits in the determination 
of tax liability because of the broad pro- 
visions relative to proof of exemption con- 
tained in Sales Tax Regulation No. 11.— 
Mich. Smith v. Department of Revenue, 
CCH MicnwicAn TAx Reports { 65-019. 


Transfer to take effect at death: Taxable 
date.—Decedent transferred stock in trust, 
in 1915, providing for payment of the divi- 
dends, etc., to her husband during his life 
and upon his death, for payment of the pro- 
ceeds to her for life and for final disposition 
of the trust property thereafter. Decedent 
died in 1945. The rates of tax were in- 
creased in 1923. The transfer was held tax- 
able at the rates in effect at the time of her 
death, rather than at the rates in effect at the 
time of fhe creation of the trust.—Mont. 
Estate of Augusta Kohrs, Deceased, State 
Board of Equalization, Appellant v. Anna 
Boardman, Executrix et al., Respondents, 
CCH INHERITANCE EstTATE AND Girt TAx 
Reports §[ 16,352. 


Foreign corporation: What constitutes 
doing business—A foreign corporation 
which purchases the entire capital stock of, 
leases property to and carries on interre- 
lated activities with a domestic corpora- 
tion, is not considered doing business so 
long as the corporate identity of the do- 
mestic corporation is maintained. The pres- 
ence of an officer of such foreign corporation 
in the state does not render him liable to 
suit or service of process in behalf of his 
corporation—DC Neb. WNagl v. Northam 
Warren Corporation, CCH NEBRASKA TAX 
Reports {| .402. 


Liability of executor: Tombstone deduc- 
tion.—Proof that the failure to erect a tomb- 
stone, as directed by decedent’s will, was 
due to conditions over which the executor 
had no control, was sufficient to exonerate 
the executor for not taking the deduction 
for estate tax purposes—N. Y. Estate of 
Tom Rees, CCH INHERITANCE ESTATE AND 
Girt TAx Reports J 16,337. 


Valuation: Mortgage.—Decedent’s estate 
contained a mortgage asset which was 
valued at par for estate tax purposes. This 
was justified in the absence of proof that 
the asset had a lesser value—N. Y. Ibid. 


Penalty interest: Liability—Penalty in- 
terest paid on federal and state estate taxes 
is chargeable against income to the extent 
that income was actually earned on the 
taxes. Direction in the will that the residu- 
ary estate bear the taxes does not affect the 
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interest—N. Y. Estate of Bernard A. Smith, 


CCH INHERITANCE Estate AND Girt TAx 
Reports { 16,336. 


Enforcement of another state’s taxes.— 
The Ohio courts have no jurisdiction to en- 
force collection of income taxes levied by 
Minnesota on an Ohio resident who at no 
time resided in Minnesota. The petition 
contained no allegation that he had ever been 
in that state or owned property therein. 
The Ohio court further ruled that for the 
Ohio courts to enforce the collection of an- 
other state’s taxes, under such circum- 
stances, would constitute the extension of 
the foreign state’s powers beyond its bor- 
ders in violation of the due process clause 
of the Fourteenth Amendment to the United 
States Constitution—Ohio. State of Minne- 
sota v. Joseph Karp, CCH Onto Tax RE- 
ports { 25-058. 


Valuation: Real estate: Date of deter- 
mination.—Decedent died in December, 1945. 
Between the date of death and the date of 
valuation there was a sharp rise in the price 
of real estate. In appraising real estate, for 
inheritance tax purposes, the value as of the 
date of death, rather than the sale price at 
the time of appraisal, was the proper amount 
includible in decedent’s estate—Pa. Estate 
of Kate Engelman, CCH INHERITANCE ESTATE 
AND Girt TAx Reports § 16,351. 


Transfer of property: Separate agree- 
ment setting forth interests—An agreement 
was entered into at the time certain prop- 
erty was deeded to decedent, his wife and 
daughter, declaring that decedent and his 
wife each had a one-fourth interest in the 
property and that the daughter had a one- 
half interest. Decedent and his wife, under 
the deed, were seized of an undivided one- 
half interest by the entireties. At his death 
that interest passed to the wife by right 
of survivorship, and the transfer was not 
subject to inheritance tax.—Pa. Estate of 
Charles Rainear Naylor, CCH INHERITANCE 
Estate AND Girr TAx Reports {[ 16,339. 


Oil production: Waiver of right to charge 
royalty interest with share of production 
taxes—Even though no provision is made 


concerning the right to receive a portion 
of the proceeds of production from min- 
eral lands free of the proportionate share of 
production taxes, the owner of such rights 
is nevertheless entitled to receive such share 
without deduction where the conduct of the 
owner of the mineral lease prior to purchase 
of the interest was such as to lead the pur- 
chaser to believe that her share of the pro- 
ceeds would not be charged with a share of 
the gross production taxes.—Tex. Phillips 
Petroleum Company v. Vaughan, CCH Texas 
Tax Reports { 200-022. 


Gift tax: Statutory provision for personal 
appearance of taxpayer: Dismissal of peti- 
tion for review.—Taxpayer did not appear 
at the hearing on a gift tax assessment. 
The Department of Taxation, having refused 
to waive the provisions under the income 
tax statutes requiring the personal appear- 
ance of a taxpayer, moved to have his peti- 
tion for review dismissed. A right to be 
heard on the merits of his objection to a tax 
assessment was prevented by the refusal to 
waive personal appearance. This technical 
objection was not allowed to deny the tax- 
payer his “day in court,” and his petition 
for review was granted.—Wis. Rev. Elwin 
A. Miller, Petitioner v. Wisconsin Department 
of Taxation, Respondent, CCH INHERITANCE 
Estate AND Girt TAx Reports { 16,340. 


RULING 


Property tax: Lands condemned by fed- 
eral government.—Where land was con- 
demned by the federal government and title 
was acquired July 25, 1944, the owner of 
such land as of January 1, 1944, is liable for 
the 1944 taxes. The lien therefor is unen- 
forceable, however, as long as the federal 
government remains the owner. A dis- 
claimer of taxes filed by the county tax col- 
lector in the condemnation proceedings does 
not have the effect of waiving the taxpayer’s 
liability for the taxes assessed against him 
on the property subsequently condemned.— 
Tex. Opinion of the Attorney General to 
Comptroller of Public Accounts, No. V-702. 
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Interpretations 








for the purpose of speculative profit and 
was not from a stockbroker did not serve 
to deny the application of principles govern- 
ing ordinary short sales of stock.” 

For purpose of the reorganization in 
question, the stock was borrowed by Gen- 
eral Motors from an unaffiliated corporation 
(Gerieral Motors Securities Corporation), 
as stipulated by the parties and found as 
a fact at 35 BTA 524 (second paragraph). 








| ACQ. AND NON-ACQ.—Continued from page 2 


In the concluding sentence of the majority 
opinion, the Board said: 

“The analogy of a short sale falls because 
the borrowed shares were not used to 
effectuate a sale or a covering purchase, 
but in perfecting a reorganization wherein 
gain or loss is not to be recognized.” 


JAMEs A. TAYLOR 
WEst PALM BEACH, FLORIDA 





TAX-WISE—Continued from page 4 | 


special permission. Idaho says carbon copies 
are okay, but they must be legible and state 
the employee’s marital status. Kansas gives 
similar approval to legible carbon copies 
containing all required information. Ken- 
tucky employers may use duplicates of W-2; 
but every duplicate must present, in addition 
to the information it already contains, the 
employee’s marital status and the amount of 
dividends, interest or rents and royalties 
paid in excess of $300. Louisiana’s approval 
is predicated on a number of conditions, 
which generally add up to the requirement 
that the duplicate W-2 show all the informa- 
tion requested on Louisiana Form IT 599. 
Minnesota will accept a carbon of W-2 if it 
is marked “State of Minnesota” and states 
the employee’s marital status. Mississippi 
is also agreeable, provided that the copy is 
marked in such a way as will show that it 
is intended as a return for the State of Mis- 
sissippi. In Montana, Form W- 2 is accept- 
able in lieu of Form 1-A if the W-2 shows 
the total tax withheld. Copies of W-2 may 
be used in Oklahoma instead of Form 500, 
if the form in some manner indicates that 
it is for the use of the Oklahoma Tax Com- 
mission or the State of Oklahoma. In Utah, 
the taxpayer should ask first and submit ‘a 
sample. That state prefers its Form TC 99. 
Vermont will accept copies of W-2 in lieu of 
its Form 107, but requires that the number 
of exemptions be shown. 


On Identification 


An interesting article in the June, 1948 issue 
of the Journal of the Patent Office Society 
discusses “Semantic Flaws in the Patent 
Laws.” This quotation from the article is 
somewhat apropos to the tax air in Wash- 
ington at the beginning of the new year: 


“.. an expression like ‘This is a tree’ is 
equivalent to saying ‘This (pointing to a 
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tree) is a word’, or ‘tree’ (the nonverbal 
object) is the same as the word ‘tree’. This 
phenomenon of identification is a universal 
characteristic of all living matter including 
man, and even today the superior, the gifted 
and the genius, as well as merely average 
persons, identify words with things in ways 
greatly detrimental to their interests, and 
this largely because our language structure 
and early training inherently foster it. When 
we react to the thought of a dentist’s drill 
as though we were experiencing it, or to the 
sight of a dish of, shall we say, shrimps 
because we were once violently sick after 
eating shrimps, that is identifying. When 
people get a signal reaction on hearing the 
word ‘Communist’, ‘Capitalist’, etc., and an 
undesirable rise in blood pressure, that is 
identifying, and of course fatalities can and 
do often occur from symbolic identification.” 

Symbolic identification of normal cor- 
porate profits with evil can result in a 
fatality for our economy. 


Business Conventions 


In Canada, the problem of permitting a 
deduction for expenses incurred in attending 
professional conventions is solved this way 
—at least for the dentists. 

Reasonable expenses “will be admitted for 
income tax purposes against income from 
professional fees” when the dentist attends 
one convention of the Canadian Dental As- 
sociation per year, one convention of the 
provincial association per year and one 
convention of an association of specialists 
in either the United States or Canada per year. 

But the deductee must show the dates of 
the convention, must show the number of 
days he attended by “a certificate of attend- 
ance” issued by the convention and must 
show itemized expenses supported by 
vouchers. 
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by Lewis Gluick, C. P.A. 


Talking Shop 





“TT AKE-HOME WAGES" are assuming 
increased importance in the minds of 
those who earn them. They are quite a 
nuisance to payroll preparers. But a very 
simple formula will solve the difficulty. 


Let n = the number of dollars desired, 
t = the earned pay on which taxes are based 
and x = the value of exemptions claimed. 
Then n = t — 15% (t—x) — 1% tt. 


The fifteen per cent is the percentage used 
for income tax withholding; the one per 
cent, the old-age benefit deduction. 


Now to apply the formula, assume a mar- 
ried man wants $60 per week. 














t 
$60 = t — 15% (t—$26) — — 
100 
15t t 
$60 = t — —— + $3.90 — —— 
100 100 
6000 = 100t — 15t + 390 — t 
84t = 5610 
t = $66.78 
Proof 
ep RCCl eee Cre $66.78 
Less two exemptions .......... 26.00 
NG i. aise SePakcbatew s . $40.78 
15% = withholding tax .......... $ 6.12 
Old-age benefit tax .............. .66 
Total deductions ................ $ 6.78 
Take-home wages ............... $60.00 


The formula for Alabama, California, 
New Jersey and Rhode Island would use two 
per cent of ¢ instead of one per cent, to pro- 
vide for state unemployment withholding. 


Suppose the desired take-home pay is 
$1.50 per hour in California. It is first 
necessary to reduce the exemption on the 
basis of the normal working hours. Thus, 
the $26 per week of forty hours would be 
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sixty-five cents. Applying the formula, we 
get: 
$1.50 = t — 15% (t— .65) —2%t 


15t 2t 
$1.50 = t — — + .0975 — — 
100 100 

t = $1.6894 


Prove it yourself. Be sure to use enough 
decimal places. 


By Mrs. Shoptalker 


Last year several organizations asked the 
Shoptalker to speak to their members about 
income tax problems for the salaried man 
who had some outside income or deductions 
that would enable him to use the 1040 long 
form. We had as help in the office a good 
student from an accounting school who had 
just finished a course in taxes (using the 
CCH text, of course) and wished to put 
some of his theory into practice. He wanted 
some suggestions for the best way of asking 
questions of the taxpayer, so I devised a 
simple outline for him to use, and found that 
these same questions were the backbone for 
the talks which both the Shoptalker and I 
presented to various groups. The Shop- 
talker has been asked to write these ques- 
tions for his column, and I find myself acting 
in capacity of secretary again. 


Of course, the statistical data and the 
salary portion of a person’s income need 
no comment. The W-2 suffices. However, 
there are many questions to be asked about 
other income—and so many items that the 
ordinary layman simply forgets when trying 
to prepare his own return. 


Do you have a savings account? Where, 
and how much interest accumulated during 
the taxable year? 


Did you sell any war bonds? How much 
was the interest? 


Do you have any Series G bonds? How 
much interest do you receive annually? 
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Did you make any money from odd jobs? 


Did you receive any interest on money 
which you had lent? 


Did you receive any gratuities in connec- 
tion with your job? (Just try to get them to 
tell you how much they got!) 


Did you receive any prizes from quiz pro- 
grams? (It is necessary to declare their 
cash value on the retail market as income.) 


Did you receive any royalty checks for oil 
stock? (This may be pertinent to anyone, 
but especially in the oil-producing districts.) 
In connection with this, find out whether the 
taxpayer received any royalties for oil rights 
on his property. If the answer is yes, you 
have truly started the groaning stage of the 
tax season. There are some nice little 
peculiarities in the depreciation angle of 
these royalties. 


Do you have any rental property? (If the 
taxpayer does have such property, and if he 
occupies a portion of that property, my sin- 
cere advise to any assistant in the office is to 
develop a healthy nosebleed and retire from 
the office for the day. If you have ever 
calculated one of these things, you will know 
what I mean.) 


Did you receive income stock dividends, 
annuities, retired service pay, etc.? 


The above questions will just about cover 
anyone on an ordinary salary basis except a 
salesman; and if a salesman actually has 
money left over from his “expense money” 
and admits it—well, I’d need some sort of 
precedent to know how to handle such an 


odd situation (not to speak of a bracer for 
shock). 

The deductions present a much more in- 
teresting phase of tax work, as far as I’m 
concerned, because too many people are in 
total ignorance of their legal deductions. It 
is a shame that more laymen do not have 
access to CCH’s Everyman’s Income Tax. 
The little pamphlet is clear and concise. 


One of the first things the Shoptalker in- 


sisted on in the office was that the taxpayer 
be asked to bring in receipts or canceled 
checks to substantiate as many deductions 
as possible and let us staple these receipts to 
the taxpayer’s schedules on his file copy of 
his return. The Shoptalker explained that 
in this way the taxpayer would have all the 
data together should an internal revenue 
agent wish to check his return at any time. 
With all due respect to the honesty of most 
people, this little manuever does discourage 
padding the deductions. 
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Naturally, most people can’t account for 
the Sunday contributions put in the church 
plates—unless said contributions are made 
by pledge, and then one can always get a 
receipt from the treasurer of his church to 
substantiate this. If the contributions are 
occasional and in cash, there is only the tax- | 
payer’s word for it. On all other direct 
contributions—to the Red Cross, etc.—re- 
ceipts should be available as they can al- 
ways be obtained at the time of making the 
contribution. There is one phase of con- 
tributions that many a layman doesn’t know 
about, and he has the right to avail himself 
of this: If a church organization is having 
a dinner or bazaar to raise money for 
charity, the cost of the taxpayer’s contribu- 
tion may be used as a direct contribution to 
the church or to any other charitable institu- * 
tion to which such a contribution-has been 
made. 


When one goes into the taxes paid, there 
seem to be two that are always stickers for 
the layman. The first should be easy—his 
unemployment tax. The second is the sales 
tax. Here I definitely ask the following 
questions, as most people have no idea how 
much they spend in sales taxes: 


Did you purchase any household fixtures 
this year and pay for them entirely during 
this year? How much were they? If you 
did not pay for them entirely this year, how 
much did you pay on account to the end of 
the year? ‘ 

Did you purchase a car for cash? 
much? 


Approximately how much did your family 
spend for clothes this year? 

About how much did you spend for Christ- 
mas gifts? 

Do you eat all of your lunches out? (Re- 
member that there is a state tax on meals ina 
restaurant. Also this one thing should be borne 
in mind: There are tax tables indicating the 
amount of tax to be paid on portions of 
dollars. The last one I had inflicted on me 
said that two per cent of fifty cents was 
two cents. The taxpayer has to accept this 
type of “stinging” from some of the states 
which use that schedule with as little con- 
science as that of an angry bee.) 

One should consider such miscellaneous 


things as school supplies, etc., in computing 
the tax. 


How 


Be sure to check on your state’s standing 
on gasoline tax; and if the taxpayer has a 
car, help him to compute a reasonable ex- 
penditure here. If your client has real 
estate, don’t forget the various real estate 
taxes. 
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In the interest division of deductions, one 
runs into trouble because many people are 
paying for cars or household purchases on 
time. Interest and taxes are thrown into 
one lump sum, and it is difficult to make any 
client insist on having the interest set up as 
a separate item so that he can avail himself 
of this deduction. 


It is easy to ascertain how much interest 
he is paying on any money directly bor- 
rowed from any of the various sources from 
which one can borrow. 


Let’s approach the problem of medical de- 
ductions with the utmost respect, as that 
again has everyone snafu. Again, we insist 
upon receipts whenever possible, and always 
insist on the name and address of the doctor, 
hospital, drug store, surgical supply store, 
insurance company, etc. 


Of course, all the clients seem to know 
that doctor, dental, nursing and hospital 
bills are deductible within their limitations; 
but here I ask the following questions, and 
often elicit enough information (authenti- 
cated by receipts) to turn the tide from fil- 
ing just a W-2 or a 1040 with additional tax 
to pay, to filing for a refund. 


Did you buy any of the following or have 
repairs made on them during the year? Eye 
glasses, dentures, hearing aids, trusses, arch 
supports or surgical belts. 


Did you have to have the services of an 
ambulance? 


Did you have to rent a hospital bed? 


Did you rent crutches, wheel chair or 
walker? 


In addition to regular medicine, did you 
have to purchase materials for medical dress- 
ings at home? (This might be the case 
for a postoperative patient, or for one who 
had received a bad burn, etc.) 


Do you carry hospitalization insurance? 
With whom? What is the amount of the 
premium? 

Do you carry health and accident insur- 


ance? With whom? What is the amount 
of the premium? 


Last, but not least, is that remote thing 
called miscellaneous deductions. Most often 
we find the mechanic who has to furnish his 
own tools, the person who uses his car in 
business (but is not reimbursed by his em- 
Ployer) and the person who must furnish 
his own uniform, which is required on the 
job. Upon ascertaining the trade or profes- 
sion of a person, one has to question accord- 
ingly. It would be impossible in this short 
space to go into that in detail. After all, 
look at all the space that CCH gives the 
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subject in Everyman’s Income Tax. I’ve 
only scratched the surface to try to help the 
ordinary little employee like myself to gather 
more accurate information for his employer 
to work with. 


I should really warn the inexperienced 
not to be too perturbed by odd replies to 
perfectly sensible questions. In writing 
about deductions, I purposely skipped over 
the real estate angle (having advised you to 
become ill if faced with it). I shall add a 
little detail on one case we had. The owner 
of the property had a four-unit house, con- 
sisting of two five-room apartments and two 
four-room apartments. She occupied one of 
the four-room apartments. It took long ex- 
planation to convince her that for direct- 
deduction purposes she could take only two 
ninths of the real estate taxes (her portion 
of the occupancy being two ninths of the 
whole house). In the depreciation schedule 
we could use only seven ninths of the total 
depreciation, seven ninths of the total up- 
keep, etc. (How much easier it would have 
been for us to use the factors of 25%-75% 
than it was to use 22.2%-77.8%!) Finally, I 
asked her the numerous questions necessary 
to the preparation of her schedule, and 
closed with this question: 


“How much is the depreciation?” 


I received the terse and vehement answer, 
“Terrific.” 


Citrus Fruits 


A couple of times in recent years we 
have referred to the tax aspects of our 
favorite fruits. Now Clarence Sheftall comes 
up with a new one. In Florida, internal 
revenue agents are insisting that orange 
groves must be depreciated at only two 
per cent per annum. The growers have 
been using 2% per cent. This is the custo- 
mary rate in California, and, as far as we 
know, was allowed. (See CCH FEbERAL 
TAx Course 1948-1949, Chapter 13, Prob- 
lem 7.) However, Messrs. Rose and Long 
of Santa Ana told us that actuality re- 
quired a 3.03 per cent rate. 

Will someone please enlighten us on the 
disparity? We refuse to authenticate one 
rumor, but pass it on for what it’s worth. 
Ponce de Leon sought the spring of eternal 
youth. He thought of water. It really 
is orange juice. So Florida orange trees 
naturally live and bear longer than their 
California kin; and if it weren’t for some 
damnyank frosts every seventeen years, it 
wouldn’t be necessary to take any deprecia- 
tion at all. 
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Thanks! 


Jesse A. Cash, of Gloversville, New York, 
writes to report a typographical error in the 
November issue. The Langley case is re- 
ported at 23 BTA, not 21 BTA. He says 
further: “An internal revenue agent brought 
up this point during his examination of one 
of our clients. He wanted to know by what 
authority the taxpayer went on the reserve 
method when, for the first two years of his 
existence, no election was made. I showed 
him the Langley case. He was satisfied and 
accepted the return as filed.” 


Revival Wanted 


The following is taken from New Testa- 
ment Origin, by George M. Lamsa: “Both 
Christianity and Judaism were opposed to 
image worship, the adoration and worship 
of human gods, harsh treatment of slaves, 
and high taxation.” The Shoptalker opines 
that what this country needs is for more 
lawmakers to get religion. 


Local Taxes 


Here is a justified complaint from the ex- 
ecutive vice-president of a chain store outfit. 
But any merchant might make it. One of 
his stores showed, per books, tangible prop- 
erty (i. e., fixtures and inventory) $21~x. 
The county assessed it at $25x and the city 
at $20x. Mr. XVP objects less to the vari- 
ance than to the utter waste involved. Why 
(he asks) should the county and the city 
assess separately? Why shouldn’t they 
unite and each get the benefit? Is it (he 


continues) because the existing method per- 
mits two jobs to grow where only one is 


needed? Is there no regard for the tax- 
payer who pays the wages of the assessors 
and their staffs? 


We want you readers to answer. 


Examinations 


The following problems were given on the 
uniform CPA examination in November, 


1948: 


“5. On January 1, 1941, X Corporation 
completed a plant and equipped it for the 
manufacture of iron castings. The land on 
which the building was erected cost $50,000, 
the building cost $200,000 and the machinery 
and equipment installed cost $100,000. For 
the purposes of computing straight-line de- 
preciation, X Corporation determined that 
the building had an economically useful life 
of forty years and the machinery and equip- 
ment a life of ten years. The net income 
from operation of X Corporation for the 
calendar year 1947 was $60,000. On De- 
cember 31, 1947, the entire assets were sold. 
X Corporation received $187,000, of which 
$60,000 was paid for the land, $100,000 was 
paid for the building, $15,000 was paid for 
the machinery and equipment and $12,000 
was for the final inventory, the cost of which 
was $10,000. In regard to federal taxes: 

“a. What was the effect of the sale on 
the net income of X Corporation for 1947? 
Why? 

“b, Did the sale affect the taxable income of 
X Corporation for any other years? Why?” 


Solution by the Shoptalker 


Sales 
Price Cast 
Se ee Saree $ 60,000 $ 50,000 
Building 100,000 200,000 
Equipment .......:... 15,000 100,000 
Totals ... $175,000 $350,000 


a. The net income for 1947 was increased 
to $62,000 by the sale of the inventory. 


b. The taxable income was affected by the 
capital net loss, which could be carried for- 
ward against future capital net gains, if any. 
(Code Section 117 (e).) 

“10. Allen Numbers is a certified public 


accountant. He has always reported on a 
cash basis and has used a fiscal year ending 


Seven Years’ 


———_— 
—— 


—Depreciation— Adjusted Gain 
Rate Amount Value Loss 
ile meen ot Mle $ 50,000 $10,000 
212% $35,000 165,000 65,000 
10% 70,000 30,000 15,000 

$105,000 $245,000 $70,000 








July 31. Mrs. Numbers has a small income 
from a trust established by her father, and 
she has always reported on a cash basis and 
used a calendar year. Among Mr. Numbers’ 
clients is the X Corporation, which hired 
him January 1, 1945, to review all the books 
of account and trace the necessary stock 
transactions to make a complete report of 
the corporation’s equity-invested capital as 
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defined in Subchapter E of Chapter 2 of 
the Internal Revenue Code. Mrs. Numbers 
received a retainer of $50 per month from 
January 1, 1945, to April 30, 1948, when the 
report was completed, and on the latter date 
received a final payment of $8,000. 


“Write down the letters a and b in a col- 
umn and opposite each letter put the sub- 
number that represents the correct statement 
of fact; i. e., if under a he must report the 
$8,000 all as income for the fiscal year in 
which received, you would show (1) oppo- 
site a. No comments are required. The 
statements all relate to federal income taxes. 


“a, In his return for the fiscal year ending 
July 31, 1948, Allen Numbers (1) must 
report the $8,000 all as income for the fiscal 
year in which received; (2) may elect to 
pay income tax on the $8,000 received April 
30, 1948, as if that amount had been received 
$200 per month from January 1, 1945, to 
April 30, 1948; (3) may omit the $8,000 
entirely as not constituting income for the 
year in which received. 


“bh. For the fiscal year ending July 31, 
1948, Numbers (1) must file a separate re- 
turn; (2) may elect to file a joint return 
with Mrs. Numbers and thus ‘split’ his in- 
come in accordance with the Revenue Act 
of 1948.” 


Discussion by the Shoptalker 


Part (a) is pretty well covered by G. C. 
M. 25795. Our columns are open to anyone 
wishing to discuss it further. 


Part (b), on the facts stated, appears to 
require separate returns. However, a spe- 
cial ruling dated June 3, 1948, reported 
at 485 CCH {6168 and discussed at 485 
CCH { 8649 might have some bearing. 


Marital Partnerships 


The cases of Fleeman [CCH Dec. 
16,666(M)], Morton [CCH Dec. 16,671(M) ] 
and Calcaterra [CCH Dec. 16,676(M)] are 
heartening. In every case the Tax Court found 
a valid partnership between husband and wife. 
But the Moore case [48-2 ustc J 9400] raises 
a novel point. The taxpayer appealed from 
a decision of the Tax Court [CCH Dec. 
16,063(M)]. He contended, unsuccessfully, 
that action should be delayed until the 
Eighty-first Congress had acted on a bill 
passed by the Ejightieth House of Repre- 
sentatives. The decision, given the day before 
election, was that what the new Congress 
would do “was entirely in the field of uncer- 
tain speculation.” 


A salaam to Judge Dobie of the Fourth 
Circuit. 


Talking Shop 


The Walsh case [48-2 ustc J 9403] is also 
a taxpayer’s victory. 


Coin Machines 


More or less illegal in many localities, 
coin machines get into Tax Court. See the 
cases of Bass [CCH Dec. 16,565(M)] and 
Roberts [CCH Dec. 16,567(M)]. 


Signatures 


Twenty years ago we were in Connecti- 
cut and saw something we have never for- 
gotten. We accompanied an office manager 
to the home of a man who had pneumonia. 
While his wife and nurse propped up the 
invalid, we watched him sign a check, with- 
out which his factory payroll could not 
have been met. Our presence was necessary 
so that when the manager went to the bank, 
we could testify that the feverish signature 
was that of the proprietor. Six years ago a 
similar incident occurred in Virginia. 


Every elementary textbook on auditing 
tells the auditor to ascertain who is empow- 
ered to sign checks. No textbook we have 
seen instructs the auditor to make sure that 
there be alternates so that the client’s busi- 
ness can be carried on. 


All of this was recalled by a recent tax 
return incident. Four days before the dead- 
line for a whole set of returns (the taxpayer 
was a foreign corporation operating in eight 
states) the president, treasurer and sole stock- 
holder (one man!) had a severe attack. A 
vice-president was empowered to sign checks, 
and would have been second signer on the 
corporate returns, all of which required two 
signatures. But there was no third author- 
ized signer. The third director, required 
by law, was wholly inactive in the business 
and inaccessible. Fortunately, the principal 
rallied sufficiently so that the vice-president, 
accompanied by a notary, was able to get 
bedside signatures in time. 


Under the circumstances, requests for ex- 
tension could have been obtained, and pen- 
alties for delay have been mitigated if not 
waived entirely. But suppose the principal 
had died, as seemed probable for some hours. 
The legal technicalities of electing a new 
officer might have taken weeks. 


Do all your corporate clients have three 
persons authorized to sign tax returns? 


Salvage 


The Norris Lumber Company case [CCH 
Dec. 16,644(M)] brings out a point about 
which we are going to hear lots more. The 
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taxpayer, in computing depreciation, made 
no allowance for salvage. The Commissioner 
estimated salvage at twenty per cent. The 
court found for the Commissioner. 


In pre-inflation days, zero salvage value 
was common and justified. In fact, some as- 
sets had a negative value—the owner had to 
pay to have them removed. Under inflation, 
salvage, in dollars, may be appreciable. In 
concrete terms, assume an asset with a cost 
of $5,000 and an estimated useful life of ten 
years. If zero salvage is assumed, the an- 
nual. depreciation is $500. If the taxpayer 
uses this for ten years, the asset has zero 
book value; yet it may be sold on the open 
market for $1,000. 


If that is done, the taxpayer must report 
taxable gain. But suppose the taxpayer 
trades in the asset for $1,200 on a new model 
which has a new, inflated price of $17,200. 
For tax purposes that taxpayer has a basis 
of $16,000. He has escaped an immediately 
taxed gain, but gets (again assume a ten- 
year life) $1,600 per year depreciation in- 
stead of $1,720. 

But the internal revenue agent says, 
“Hold! You should have anticipated that 
salvage value.” The taxpayer wants to know 
how, in 1938, he could have expected a war, 
inflation and Truman’s victory. That, of 
course, gets him nowhere. The agent has 
positive instructions to have salvage value 
considered. Suppose the taxpayer is lucky 
and yets $500 as a 1938 estimate of 1948 
salvage. Then, in each year, he has taken 
too much depreciation, by $50. Revised book 
value would be $500. He would then have 


a gain (on sale) of only $500. “Not bad,” 
thinks the taxpayer. “In fact, it’s good.” 
Not so fast. Only three years ar@wopen for 
revision, so the taxpayer has to pay addi- 
tional tax on $50 of each year and on $850 
the year of the sale. You can work out the 
trade-in results similarly. The vital points 
are: 

(1) Internal revenue agents have, for a 
year, been digging deeply into salvage and 
getting a lot of revenue. 

(2) Failure by the taxpayer to include 
salvage in depreciation computations results 
in, at best, additional tax and, at worst, a 
heluva lot of annoyance. 

The remedy is close scrutiny of all depre- 
ciation figures for all open years, and revi- 
sions at once, where indicated. 

Apparently nobody warned the Norris 
Lumber Company. We are advising you tax 
men to warn your clients—better late than 
never. 


Cooperatives 


We have railed for many years at the 
injustice of the decisions which prevent a 
person from obtaining a tax benefit when 
he loses his home. We talk about it every 
chance we have—it is the worst crying shame 
in the tax law. The Amen case [CCH Dec. 
16,562(M)] extends the doctrine to stock in 
a cooperative. When will the home owners 
of this country get together and tell their 
congressmen they want the law changed? 


[The End] 


—_— 


pay his gasoline tax each year. 


pockets of most American motorists. 


2399 


‘taxoline’? 


“TAXOLINE”’ 


From the American Petroleum Industries Committee of the American Petro- 
leum Institute, we learn these surprising facts about the gasoline tax: 


In America motor vehicle owners paid $1,650,000,000 in gasoline taxes in 
1947—-$1.60 for every minute of elapsed time during the Christian era, 


It takes a full week’s pay for the typical worker in the retail trade just to 
The highest general sales tax in the United States is three per cent of the 
retail price—but the average gasoline tax is thirty-three per cent. 


Gasoline taxes each year take more than federal income taxes do from the 


“With such a tax on gasoline,” the committee asks, “why not call it 
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State Tax Calendar 





ALABAMA 


February 1 
Automobile dealers’ report due. 
Corporation permit application due. 
Public utility inspection fee due. 


February 10—— 

Alcoholic beverage report and tax of pub- 
lic service licensees due. 

Alcoholic beverage report of wholesalers 
and distributors due. 

Automobile dealers’ report due. 

Tobacco stamp and use tax report and 
payment due. 

Tobacco wholesalers’ and jobbers’ report 
due. 


February 15—— 

Carriers’, warehouses’ and transporters’ 
gasoline tax report due. 

Carriers’, warehouses’ and transporters’ 
lubricating oils tax report due. 

Motor carriers’ mileage report and tax 
due. 

Oil and gas conservation tax report and 
payment due. 

Oil and gas production tax report and 
payment due. 


February 20-—— 

Automobile dealers’ report due. , 

Coal and iron ore mining tax report and 
payment due. 

Diesel fuel tax report and payment due. 

Gasoline tax report and payment due. 

Lubricating oils tax report and payment 
due. 

Motor fuel tax report and payment due. 

Sales tax report and payment due. 





ARIZONA 
February 5—— 
Alcoholic beverage licensees’ report due. 


February 10—— 
Wholesalers of malt, vinous and spirituous 
liquors, report and payment due. 


February 15—— 


Gross income report and payment due. 


February 20—— 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 
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February 25—— 
Motor vehicle fuel distributors’, whole- 
salers’ and carriers’ report and payment 
due. 


ARKANSAS 


February 10—— 
Alcoholic beverage report due. 
Motor fuel carriers’ report due. 
Statement of purchases of natural re- 
sources due. 


February 20—— 
Gross receipts tax report and payment 
due. 
Use fuel tax report and payment due. 
February 25—— 
Motor fuel tax report and payment due. 
Natural resources severance tax report 
and payment due. 


CALIFORNIA 


February 1 
Common carriers’ distilled spirits tax re- 
port and payment due. 
Gasoline tax report and payment due. 
First Monday 
Oil and gas production tax second install- 
ment due (last day). 
February 15—— 
Beer and wine report and tax due. 
Common carriers’ report of alcoholic bev- 
erages imported due. 
Distilled spirits report and tax due. 
Personal income tax information return 
and remittance of amounts withheld 
due. 
Use fuel tax report and payment due. 
February 20—— 
Motor carriers’ gross receipts report and 
tax due. 
February 28—— 
Los Angeles gross receipts tax statement 
and tax due. 








COLORADO 
February 5—— 


Alcoholic beverage manufacturers’ report 
due. 
Motor carriers’ tax due. 













February 10—— 
Motor carriers’ report due. 
February 14—— 
Sales tax report and payment due. 
Use tax report and payment due. 
February 15—— 
Coal mhine owners’ report due. 
Coal tonnage tax report and payment due. 
Denver sales tax report and payment due. 
Income tax information return due. 
February 25—— 
Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 
February 28—— 
Property tax first installment due. 


CONNECTICUT 





February 1 
Gasoline tax due. 


February 15—— 

Foreign and domestic corporations’ an- 
nual report and fee, to be filed with 
Secretary of State, due. 

Gasoline tax report due. 

Gasoline use tax report and payment due. 

February 20—— 

Alcoholic beverage tax return and payment 

due. 
February 28—— 
Motor vehicle registration fee due. 


DELAWARE 


February 15—— 
Filling stations’ gasoline tax report due. 
Manufacturers and importers of alcoholic 
beverages, report due. 
February 28—— 
Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 


DISTRICT OF COLUMBIA 


February 1 
Street railroad companies’ report due. 


February 10—— 
Licensed manufacturers and wholesalers 
of beer, report due. 
Licensed manufacturers, wholesalers or 
retailers of alcoholic beverages, report 
due. 


February 15—— 


Beer tax due. 


February 25—— 
Gasoline tax report and payment due. 





FLORIDA 





February 1 
Auto transportation companies’ 
and tax due. 
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February 10—— 


Agents’ and wholesalers’ 
report due. : 

Inventory tax on seasonal stores due. 

Manufacturers’ and dealers’ alcoholic bev- 
ages report and tax due. 

February 15—— 

Dealers’, importers’ and carriers’ gasoline 
report due. 

Gasoline use tax and report and gasoline 


cigarette tax 


nondistributors’ and carriers’ report 
due. 

Motor vehicle fuel use tax report and pay- 
ment due. 


Transporters’ and carriers’ alcoholic bev- 
erage report due. 
February 25—— 
Gasoline sales tax and storage tax report 
and payment due. 
Oil and gas production tax report and 
payment due. 


GEORGIA 
February 10—— 
Cigar and cigarette wholesale dealers’ re- 
port due. 
Distilled spirits wholesale dealers’ report 
due. 
Motor carriers’ report due. 
February 15—— 
Malt beverage tax report due. 
February 20—— 
Gasoline tax report and payment due. 


IDAHO 
February 15—— 
Beer dealers’, brewers’ and wholesalers’ 


report due. 

Cigarette wholesalers’ drop shipment re- 
port due. 

Eleétric power companies’ report and tax 
due. 


Gasoline tax report and payment due. 
February 25—— 

Gasoline dealers’ report and payment due. 

Use fuel tax report and payment due. 


ILLINOIS 
February 10—— 
Motor carriers’ mileage tax report and 
payment due. 
February 15—— 
Alcoholic beverage tax report due. 
Cigarette tax return due. 
Public utilities’ tax report and payment 
due. 
Sales tax report and payment due. 
February 20—— 
Gasoline tax report and payment due. 
February 28—— 
Franchise tax statement due (last day). 
Gasoline transporters’ report due. 
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INDIANA 
February 1—— 
Alcoholic vinous beverage tax due. 
February 10—— 
Cigarette distributors’ interstate business 
report due. 


February 15—— 
Alcoholic vinous beverage tax due. 
Cigarette distributors’ drop shipment re- 
port due. 
Use fuel tax report and payment due. 


February 20—— 
Bank and trust companies’ intangibles tax 
report due. 
Bank and trust companies’ share tax re- 
port and payment due. 
Building and loan associations’ intangibles 
tax report and payment due. 
February 25—— 
Distributors’ and carriers’ gasoline tax re- 
port and payment due. 
Fuel dealers’ use fuel tax report and pay- 
ment due. 


February 28—— 
Motor vehicle registration fee due. 


IOWA 
February 1 

Coal mine report due. 

Freight line and equipment companies’ 
tax due. 

War veteran, religious, literary and 
charitable associations’ statement of prop- 
erty claimed to be exempt from ad 
valorem taxation due (last day). 

February 10—— 

Carriers’ gasoline tax report and payment 
due. 

Class “A” permittees’ beer tax report and 
payment due. 

February 20—— 
Gasoline tax report and payment due. 


KANSAS 





Febrbuary 1 
Motor vehicle registration fee due. 


February 10—— 
Malt beverage report due. 


February 15—— 
Carriers’ gasoline and fuel use tax re- 
port due. 
Compensating tax report and payment 
due. 
Motor carriers’ gross ton mileage tax re- 
port and payment due. 
February 20—— 
Sales tax report and payment due. 
Use fuel tax report and payment due. 
February 25—— 


Gasoline tax report and payment due. 
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KENTUCKY 


February 1—— 


Income tax information return of non- 
taxable distributions due. 


February 10—— 
Amusement and entertainment report and 
tax due. 
Distilled liquors blenders’ and rectifiers’ 
tax payment due. 
Refiners’ and importers’ gasoline tax re- 
port due. 


February 15—— 
Alcoholic beverage report due. 
Fuel use tax report and payment due. 
Passenger carriers’ mileage tax due. 
Public utilities’ gross receipts tax report 
and payment due. 
February 20—— 
Cigarette wholesalers’ report due. 
Oil production tax report and payment 
due. 
February 28—— 
Bank share tax payment due (last day). 
Dealers’ and transporters’ gasoline tax re- 
port and payment due. 
Louisville income tax withholding agents’ 
payment due. 
Property tax payment due (last day). 


LOUISIANA 
February 1 
Chain store tax report due. 
Domestic corporations’ report due. 
New Orleans wholesale dealers’ occupa- 
tion license tax due. 
Public utility license and pipe line trans- 
portation tax due. 
Soft drinks tax report due. 
Tobacco tax report due. 
February 6—— 
Motor vehicle registration fee due: 
February 10—— 
Importers’ beer report due. 
Importers’ gasoline tax report due. 
Importers’ kerosene tax report due. 
Importers’ lubricating oils report due. 


February 15—— 
Carriers’ beer report due. 
Carriers’ gasoline tax report due. 
Carriers’ kerosene tax report due. 
Carriers’ lubricating oils report due. 
Income tax information return due. 
Intoxicating liquor report due. 
Soft drinks tax report due. 
Tobacco tax report due. 


February 20—— 
Beer wholesale dealers’ tax report and 
payment due. 
Fuel use tax report and payment due. 
Gasoline tax report and payment due. 
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Kerosene tax report and payment due. 

Lubricating oils tax report and payment 
due. 

New Orleans sales and use tax report and 
payment due. 

Sales and use tax report and payment due. 


. MAINE 

February 10—— 

Malt beverage manufacturers’ and whole- 

salers’ report due. 

February 15—— 

Use fuel tax report and payment due. 
February 28—— 

Gasoline tax report and payment due. 


MARYLAND 

February 10—— 

Admissions tax payment due. 

Beer tax report and payment due. 
February 15—— 

Income tax information report due. 

Sales and use tax report and payment due. 
February 28—— 

Gasoline tax report and payment due. 

Purchasers of cargo lots of motor fuel, 

report due. 


MASSACHUSETTS 

February 10—— 

Alcoholic beverage excise tax report and 

payment due. 

Meals excise tax report and payment due. 

Public service return due (last day). 
February 20—— 

Cigarette tax report and payment due. 
February 28—— 

Motor fuel tax report and payment due. 


MICHIGAN 
February 5—— 
Carriers’ gasoline statement due. 
February 10—— 
Common and contract carriers’ report and 
fee due. 


February 15—— 
Sales tax report and payment due. 
Use tax report and payment due. 


February 20—— 
Cigarette tax report and payment due. 
Diesel fuel users’ tax report and payment 
due. 
Distributors’ gasoline tax report and pay- 
ment due. 
Fuel sold for use on vessels, tax due. 
Gas and oil severance tax report and pay- 
ment due (last day). 
February 28—— 
Motor vehicle registration fee due. 
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MINNESOTA 
February 1—— 
Annuity income tax and information re- 
turn due. 
Express, freight line, sleeping car and 
telephone companies’ return due. 
Property tax on airline flight equipment 
due (last day). 
Railroads’ leased freight car report due. 
Royalty tax report due. 
February 10—— 
Wholesalers’, brewers’ and manufacturers’ 
alcholic beverage report due. 
February 15—— 
Interstate motor carriers’ mileage tax due. 
Railroads’ semiannual gross earnings re- 
port due. 
February 20—— 
Cigarette tax and report due. 





February 23 
Distributors’ gasoline tax report and pay- 
ment due. 
Special use fuel tax report and payment 
due. 


Tractor fuel sellers’ report due. 





MISSISSIPPI 
February 1 
Property tax first semiannual installment 
due. 


February 5—— 
Factories’ report due. 


February 10-—— 
Admissions tax report and payment due. 


February 15—— 

Carriers’ gasoline tax report and payment 
due. 

Manufacturers, distributors and whole- 
salers of tobacco, report due. 

Retailers, wholesalers and distributors of 
light wine and beer, report due. 

Sales tax report and payment due. 

Timber severance tax report and payment 
due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 


February 20—— 
Gasoline distributors’, refiners’ and proc- 
essors’ report and payment due. 


February 25—— 


Oil severance tax and report due. 


February 28—— 
Carriers of passengers and property, fuel 
use tax report and payment due. 
Common and contract carriers of pas- 
sengers, gross revenue tax quarterly in- 
stallment due. 
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Foreign insurance companies’ premiums 

tax report and payment due. 
Use fuel tax and report on fuel other than 
gasoline due. 


MISSOURI 
February 1—— 
Kansas City property tax return due. 
Personal property tax list in first-class 
cities due. 
February 5—— 
Nonintoxicating beer permittees’ report 
due. 
February 10—— 
Oil inspection tax report and payment 
due. 
Receivers of petroleum products, report 
due. 
February 15—— 
Alcoholic beverage sales report due. 
February 25—— 
Use fuel tax report and payment due. 


February 28—— 
Gasoline distributors’ report and payment 
due. 
Soft drinks manufacturers’ 
payment due. 


report and 


MONTANA 





February 1 
Motor vehicle registration and fee due. 
Moving picture theater licenses issued and 

tax due. 

February 15—— 

Brewers, wholesalers and transporters of 
beer, report and payment due. 
Carriers’ gasoline tax report due. 
Electric companies’ report and tax due. 
Gasoline tax report and payment due. 

February 20—— 

Producers, transporters, dealers and re- 
finers of crude petroleum, report due. 


NEBRASKA 





February 1 
Motor vehicle registration and fee due. 
February 10—— 
Cigarette distributors’ report due. 
February 15—— 
Alcoholic beverage manufacturers’ and 
wholesale distributors’ report due. 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 


NEVADA 
February 10—— 
Liquor report by out-of-state vendors due. 


State Tax Calendar 


February 15—— 





Carriers’ gasoline tax report due. 
Manufacturers’ and importers’ alcoholic 
beverage report due. 
February 25—— 
Dealers’ gasoline tax report and payment 
due. 
Fuel users’ tax report and payment due. 


NEW HAMPSHIRE 
February 10—— 

Manufacturers’, wholesalers’ and import- 
ers’ alcoholic beverage report due; whole- 
salers’ payment due. 

February 15—— 

Use fuel tax report and payment due. 
February 28—— 

Motor fuel report and tax due. 


NEW JERSEY 

February 1—— 

Gross receipts tax report of public utili- 
ties using streets due. 

Property tax quarterly installment due. 

February 10—— 

Busses (interstate) report and excise tax 
due. 

Jitneys (municipal) gross receipts report 
and tax due. 

February 20—— 

Alcoholic beverage retail consumption and 
retail distribution licensees’ report and 
tax due. 

Cigarette distributors’ tax report and pay- 
ment due. 

February 25—— 

Busses (municipal) gross receipts report 
and tax due. 

February 28 
Carriers’ gasoline tax report due. 
Distributors’ gasoline report and payment 

due. 





NEW MEXICO 
February 1 
Mineral property report due. 
First Monday 
Railroad, telegraph, telephone and trans- 
mission or pipe line companies’ prop- 
erty tax return due. 
February 15—— 
Occupational gross income tax report and 
payment due. 
Oil and gas conservation report due. 
Severance tax and report due. 
February 20—— 
Motor carriers’ report and tax due. 
Pipe line operators’ license tax due. 
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February 25—— 
Gasoline tax report and payment due. 


Use or compensating report and payment 
due. 


NEW YORK 





February 1 
Foreign mutual fire insurance companies’ 
report and payment due. 
Information return and remittance of 
amounts withheld due. 
, State property tax due. 
February 15—— 
Transportation and transmissions compa- 
nies’ additional tax and report due. 
February 20—— 
Alcoholic beverage tax and report due. 
February 25—— 
Conduit companies’ tax and report due. 
New York City public utility excise return 
and payment due. 
February 28—— 
Gasoline tax report and payment due. 
Insurance companies’ premiums report 
and tax due. 
Water, gas, electric, etc., companies’ re- 
port and tax due. 


NORTH CAROLINA 


February 10—— 


Carriers’ gasoline tax report and payment 
due. 
Distributors and bottlers of unfortified 
wines, report and payment due. 
Railroads’ alcoholic beverage report due. 
February 15—— 
Sales tax report and payment due. 
Spirituous liquor tax due. 
Use tax report and payment due. 
February 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Use fuel tax report and payment due. 


NORTH DAKOTA 
February 10—— 
Cigarette distributors’ report due. 
February 15—— 
Beer tax report and payment due. 
Gasoline tax report and payment due. 
Interstate motor carriers’ tax due. 
Railroad and telephone company property 
tax report due. 
February 25—— 
Use fuel tax report and payment due. 
February 28—— 
Bank and trust company income tax pay- 
ment due (last day). 


OHIO 
February 10—— 
Cigarette wholesalers’ report due. 
Classes “A” and “B” permittees’ alcoholic 
beverage report due. 
February 15—— 
Cigarette use tax and report due. 
February 20—— 
Dealers’ gasoline tax report due. 


February 28—— 
Carriers’ gasoline tax report due. 
Gasoline tax due. 


OKLAHOMA 
February 5—— 
Operators’ report of mines other than 
coal mines due. 
February 10—— 
Airports’ gross receipts report and tax 
due. 
Alcoholic beverage report and payment 
due. 
Cigarette wholesalers’, retailers’ and vend- 
ing machine owners’ report due. 
February 15—— 
Carriers’ mileage tax report and payment 
due. 
Dealers’, retailers’ and carriers’ gasoline 
tax report due. 
Information return under income tax due. 
Sales tax report and payment due. 
Tobacco wholesalers’, jobbers’ and ware- 
housemen’s report due. 
February 20—— 
Carriers’ use fuel tax report due. 
Coal mine operators’ report due. 
Distributors of gasoline and purchasers 
of imported gasoline, tax report and 
payment due. 
Rural electric cooperatives’ property tax 
return and payment due. 
Use fuel tax report and payment due. 
Use tax report and payment due. 
February 28—— 
Insurance companies’ premiums tax re- 
port and payment due. 
Oil, gas and mineral gross production re- 
port and payment due. 


OREGON 





February 1 
Gift tax return and payment due. 
Utilities’ property tax return due. 

February 10—— 

Oil production tax report and payment 
due. 

February 15—— 

Income tax information return due. 
Property tax quarterly installment due. 
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February 20—— 


Alcoholic beverage tax report and pay- 
ment due. 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 
February 25—— 


Gasoline tax report and payment due. 


PENNSYLVANIA 


February 1 
Motor carriers’ gross receipts report and 
payment due. 
Public utilities’ tax report and payment 
due (last day). 
February 10—— 
Importers of spirituous and vinous liquors, 
report due. 
Malt beverage report due. 
Soft drinks tax report due. 


February 15—— 
Bank share report due. 
Employers’ return of tax withheld at source 
under Philadelphia income tax law due. 
Manufacturers’ alcoholic beverage tax re- 
port and payment due. 
Personal property tax return due. 
February 28—— 
Employers’ annual information return un- 
der Philadelphia income tax law due. 
Gasoline tax report and payment due. 
Use fuel tax report and payment due. 





RHODE ISLAND 
February 1—— 
Owners of ships used in foreign commerce, 
report due. 
February 10—— 
Manufacturers’ alcoholic beverage report 
due. 
February 15—— 
. Gasoline tax report and payment due. 
Unincorporated business tax report and 
payment due. 
February 20—— 
Sales and use tax return and payment due. 
February 28—— 
Corporations’ annual report due. 


SOUTH CAROLINA 

February 1 

Alcoholic beverage wholesalers’ report of 
alcoholic beverages received due. 


February 10—— 
Admissions tax report and payment due. 
Alcoholic beverage wholesalers’ and re- 
tailers’ report of alcoholic beverage sales 
and additional tax due. 


State Tax Calendar 











Power tax return and payment due (last 
day). 


February 20—— 
Dealers’ fuel oil report due. 
Gasoline tax report and payment due. 
Pawnbrokers’ property tax return due. 
Users of fuel oil, tax return and payment 
due. 


February 28—— 
Corporation license tax report due (last 
day). 
Public utility franchise tax return due 
(last day). 


SOUTH DAKOTA 


February 1 
Motor carriers of passengers, tax due. 
February 10—— 
Interstate motor carriers’ report and tax 
due. 


February 15—— 
Alcoholic beverage sales report due. 
Carriers’ and retail airplane fuel vendors’ 
gasoline tax report due. 
Carriers’ use fuel tax report due. 
Dealers’ gasoline tax due. 
Use fuel tax report and payment due. 


February 20—— 
Passenger mileage tax due. 
February 28—— 


Dealers’ gasoline tax report due. 
Foreign corporations’ report and fee due. 





TENNESSEE 


February 10—— 
Alcoholic beverage report due (last day). 
Barrel tax on beer due. 
Carriers’ gasoline tax report due. 


February 15—— 
Annual statistical report of mines due. 
Carriers of use fuel, report due. 
Users of fuel, report due. 
February 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Liquid carbonic acid gas tax due. 
Oil production tax report and payment 
due. 
Sales and use tax report and payment due. 


TEXAS 
February 15—— 
Oleomargarine dealers’ report and tax due. 
February 20—— 
Carriers’ motor fuel tax report due. 
Motor fuel tax report and payment due. 
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Users of liquefied gases and liquid fuel, 
tax report and payment due. 
February 25—— 
Carbon black production tax report and 
payment due. 
Cement distributors’ tax report and pay- 
ment due. 
Natural gas production tax report and 
payment due. 
Prizes and awards of theaters, tax report 
and payment due. 
February 28—— 
Oil production tax report and payment 
due. 
UTAH 
February 10—— 
Carriers’ use fuel tax report due. 
Liquor licensees’ report due. 
Mining occupation tax return due. 
Mining property tax return due. 
Second Monday—- 
Public utility property tax return due. 
February 15—— 
Income tax information return due. 
Use fuel tax report and payment due. 
February 25—— 
Carriers’ gasoline tax report due. 
Distributors’ and retailers’ gasoline tax 
report and payment due. 
February 28—— 
Motor vehicle registration fee due. 


VERMONT 
February 10—— 
Alcoholic beverage tax report and pay- 
ment due. 
February 15—— 
Electric light and power companies’ re- 
port and tax due. 
Income tax information return due. 
February 28—— 
Gasoline tax report and payment due. 
Insurance companies’ premiums tax re- 
turn and payment due. 


VIRGINIA 
February 1 
Bank share tax report due. 
February 10—— 
Beer dealers’, bottlers’ and manufacturers’ 
report due. 
Warehousemen’s tobacco tax due. 
February 15—— 
Information at the source return by cor- 
porations and partnerships due. 
February 20—— 
Carriers’ gasoline tax report due. 
Dealers’ and resellers’ use fuel tax report 
and payment due. 


February 28-—— 
Gasoline tax report and payment due. 
Use fuel tax report and payment due. 


WASHINGTON 
February 10—— 
Brewers and manufacturers of malt prod- 
ucts, report due. 
February 15—— 
Butter substitutes report and payment 
due. 
Wholesalers’ cigarette drop shipment re- 
port due. 
February 20—— 
Use fuel tax report and payment due. 
February 25—— 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 
February 28—— 
Insurance companies’ annual statement 
due. 


WEST VIRGINIA 

February 10—— 

Alcoholic beverage tax report and pay- 

ment due. 

February 15—— 

Cigarette use tax report and payment due. 

Sales tax report and payment due. 
February 28—— 

Gasoline tax report and payment due. 


WISCONSIN 
February 10—— 
Alcoholic beverage tax report due. 
Cigarette wholesalers’ and manufacturers’ 
report due. 
February 15—— 
Railroads’ and street railways’ semiannual 
gross receipts report due. 
February 20—— 
Gasoline tax report and payment due. 
February 28—— 
Personal property tax and real property 
tax (if paid in single installment) due. 


WYOMING 

February 10—— 

Carriers’ gasoline tax report due. 
Second Monday. 

Mine products tax return due. 
February 15—— 

Dealers’ gasoline tax report due. 

Motor carriers’ tax and report due. 

Sales tax report and payment due. 

Use tax report and payment due. 

Wholesalers’ gasoline tax report and pay- 

ment due. 
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Federal Tax Calendar 


February 15 


Last day for employers who withheld more 
than $100 in income tax from wages 
during the previous month to pay amount 
withheld to authorized depositary. 


Due date of annual information returns 
with respect to subjects as follows: 

(a) Dividends and other payments of 
income other than income on which 
income tax has been withheld and 
reported on Forms 1012, 1013, 
1042, or Forms W-1, W-2 (Rev.) 
and W-3. Forms 1096, 1099. 

(b) Payments of foreign items to indi- 
viduals, fiduciaries, and partner- 
ships. Forms 1096, 1099. 

(c) Actual ownership of income osten- 
sibly received by another person. 
Return to be made by ostensible 
owner of income. (See Section 


29.147-8, Regulations 111.) 


(d) Distributions in liquidation. Forms 
1096, 1099L. 


urers’ 


Due date, by general extension, of returns 
for year ending August 31 in the case of 
(1) foreign partnerships; (2) foreign 
corporations which maintain an office or 
place of business in the United States; 
(3) domestic corporations which trans- 
act their business and keep their rec- 
ords and books of accounts abroad; 
(4) domestic corporations whose principal 
income is from sources within the pos- 


nnual 


sessions of the United States; and (5) 
American citizens residing or traveling 
abroad, including persons in the military 
or naval service on duty outside the 
United States. Forms: (1) Form 1065; 
(2)-(4) Form 1120; (5) Form 1040. 


Due date, by general extension, of non- 
taxable returns for fiscal year ending 
September 30 in the case of fiduciaries 
for estates and trusts, but not returns 
of beneficiaries or other distributees of 
such estates or trusts. 


Monthly information return by stockhold- 
ers and by officers and directors of for- 
eign personal holding companies due. 


Due date for delivery to local collector 
of internal revenue, by stamp depositaries 
of the United States, of requisitions 
for all stamps purchased during the 
preceding month, with statement show- 
ing stamps on hand at beginning and 
end of such month and stamps sold 
during that month. Payment also due 
for proceeds of sales of stamps sold 
during preceding month. 


Return of stamp account by brokers, deal- 
ers in securities, etc., due for preceding 
month. Form 828. 


February 28—— 
Return for excise taxes due for preceding 
month. Forms 726, 727, 728, 728(a), 
729, 932. 
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